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I. INTRODUCTION

The transfer of technology, including both technical information and related
services between the United States and Canada, is a growing and important part
of both countries' trade agendas. This flow includes the transfer of patents,
copyrights, trademarks, know-how, computer hardware and software and personal services. Notwithstanding its importance, considerable ambiguity surrounds
the tax treatment of this form of cross border trade. Part of the problem may stem
from both countries' domestic tax laws; but as the following discussion points
out, a large part of the problem can also be found in the interpretation and application of the U.S.-Canada Tax Treaty (Treaty).'
The Treaty is probably the most important agreement governing the tax
relations between Canadian and United States taxpayers and the Canadian and
United States governments. Its major function is the prevention of double
taxation.2 To accomplish this objective, both countries have agreed to be contractually bound to a series of provisions which regulate both the right to tax
specific types of income and the circumstances under which that tax might be
imposed. Both countries have also agreed to minimum rules for domestic relief
from taxation where foreign taxes have been paid. The Treaty, therefore, provides
the framework for determining both tax liability and relief from double taxation.
To the extent that the Treaty applies, it will also predominate over each country's
domestic law in determining the overall tax result in a cross border transaction.3
Since one of the major functions of the Treaty is to reduce or avoid double
taxation, a taxpayer will seek certainty in the application of the Treaty provisions.4 Unfortunately, that certainty may not exist in the Treaty for a variety of
reasons. First, the Treaty terms are generally worded and thus vulnerable to
subjective interpretation. Second, the nature of technology transfer arrangements
is such that any number of Treaty provisions may apply to a particular transaction.,5 Therefore, both the characterization of a transaction and the tax result can
1. Convention on DoubleTaxation, Taxes on Income and Capital, Sept. 26,1980, U.S.-Can., T.I.A.S.
No. 11,087, at 2 [hereinafter U.S.-Canada Treaty]; Protocol Amending the 1980 Tax Convention with Canada,
June 14, 1983, T.I.A.S. No. 11,087, at 63 [hereinafter 1983 Protocol]; Protocol Amending Convention
Amending the 1980 Tax Convention with Canada, March 28, 1984, T.I.A.S. No. 63 [hereinafter 1984
Protocol]; Protocol Amending the 1980 Tax Convention with Canada, June 14, 1995, S. Treaty Doe. No. 1044, 104th Cong., Ist Sess. (1995) [hereinafter 1995 Protocol].
2.
See U.S.-Canada Treaty supranote I (identifying the prevention of tax evasion and the exchange

of information as an important treaty objective).
3. Since it is clear that the U.S.-Canada Treaty (Treaty) will play a major role in the cross border flow
of technology, it is being examined priorto each countries' domestic law, because, to the extent that the Treaty
applies it will predominate. The general Treaty framework also provides the needed background to determine
potential conflicts under each countries respective domestic law; which are often reflected in Treaty
interpretation in practice.
4. Specifically, they will seek certainty in determining the source of income for foreign tax credit
purposes and liability for foreign withholding tax.
5. See infra notes 80-118 and accompanying text (discussing royalty article).
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vary between two governments. Third, although the Treaty provisions attempt to
resolve double taxation conflicts, there is no requirement that the governments
apply them in a manner that they actually do so. As a result, double taxation
remains a real possibility.
Ideally, the Treaty should also reflect the overall country's policies towards
cross border transfers, including, where possible, its trade agenda. However, this
was arguably not the case with the Treaty. Despite the implementation of the
North American Free Trade Agreement (NAFTA) to facilitate the free flow of
goods and services across the U.S.-Canada border, a continued barrier to trade
existed in the form of withholding tax provisions in the double taxation agreement. In particular, withholding tax remained exigible on a wide range of intellectual property rights, know-how, and computer software payments. The result
was that although goods embodying technology might flow free of duty or withholding tax, the technology itself, if transferred alone would be subject to a ten
percent withholding tax.6
Fortunately, these potential difficulties did not go unnoticed, and in June of
1995, the Canadian and United States governments signed a third protocol to
amend the Canada-United States Income Tax Convention of 1980.! This protocol
will introduce significant changes to the withholding tax treatment of payments
for the use of, or the right to use, computer software, patents, or industrial, commercial or scientific information. These amendments should substantially reduce
some of the discrepancies created by the NAFTA agreement in cross border technology transfer arrangements.!
The Treaty is thus crucial to the international practitioner for two reasons: (1)
to ascertain the level of tax certainty, which is critical to tax planning in cross
border technology transfer arrangements; and (2) to determine how closely the
Treaty reflects overall government policy and in particular trade policy in the
technology transfer area.
II. TREATY SPECIFICS
The following section analyzes the specific Treaty provisions which may
apply in a technology transfer arrangement and problems or potential problems

6. See U.S..Canada Treaty, supra note 1, art. XII, para. 2. It would take little imagination to predict
that this withholding tax might affect commercial behavior. rd.
7. See 1995 Protocol, supra note I (entering into force upon the exchange of instruments of ratification). Id.
8. However, a number of transactions involving both goods and services will remain subject to
withholding tax and a number of Important questions remain unanswered about how the new royalty article
will be interpreted and about how withholding tax is to be calculated under the revised agreement. These
questions will be discussed in more detail under the discussion of the Treaty royalty article. See U.S.-Canada

Treaty, supra note 1,art. XII.
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in the application of those provisions. It begins with a brief overview of the

Treaty and Treaty interpretation practice.
A. Treaty Overview
The U.S.-Canada Treaty is based on the 1977 OECD Model Treaty.9
Functionally, the Treaty is designed to apportion taxing powers between Canada
and the United States with a minimum of confusion. These apportionment pro-

visions fall generally into four sections: (1) provisions that allot to the source (or
host) country the right to tax business profits arising in that country; (2) pro-

visions under which the source country is entitled to tax other income, generally
on a gross basis; (3) provisions that grant to the country in which the taxpayer is
a resident (the country of residence) the residual or exclusive right to tax income

arising in the other contracting state; and (4) provisions that obligate the country
of residence either to exempt income taxed at the source
or to provide a credit
0

against its own tax for taxes pdid to the source country.'
The Treaty applies to all persons who are residents of one or both of the
contracting states. A "resident" is defined in Article IV of the Treaty to include
"any person who, under the law of that State, is liable to tax therein by reason of
his domicile, residence, place of management, place of incorporation or any other
criterion of a similar nature."' The Treaty applies to tax on income and on
capital, imposed on behalf of a contracting state. In case of dispute on any matter

that gives rise to taxation in a manner that is not in accordance with the terms of
the Treaty, there is a "mutual agreement procedure."' 2 Under these provisions,
the competent authorities agree to arrive at a satisfactory solution if an objection
made by a taxpayer of either country appears to be justified.' 3 The Treaty also

9.
1977 Model Convention for the Avoidance of Double Taxation with Respect to Income and Capital
of the Organization for Economic Cooperation and Development, Paris, OECD (1977) (hereinafter 1977 OECD
Model Treaty]. The U.S. has since developed "The Model Convention for the Avoidance of Double Taxation
and the Prevention of Fiscal Evasion with Respect to Taxes on Income and Capital" which was published by
the Treasury Department in 1981.
10. See U.S.-CanadaTreaty, supranote 1,arts. XXIV,para. 2, IV (providing a "savings clause" which
allows both Canada and the United States to tax its residents as determined under Article IV and the United
States to tax its citizens (including some former citizens) and certain companies as if there were no convention).
There are a number of important exceptions to the savings provisions. Id.
11. See id. art. IV, para. 1. Special provisions are also included for "estates" and individuals who are
not Canadian residents under the Treaty and who are U.S. citizens or aliens admitted to the United States for
permanent residence (green card holders). Id. Such a person is considered a U.S. resident only if a number of
tests relating to a substantial presence in the United States are met. Id. art. IV, para.2.
12. Id. art. XXVI.
13. See 1995 Protocol, supranote 1, art. 14, para.2. The 1995 protocol to the Treaty also provides that
where doubts arise as to the interpretation or application of the Convention and it cannot be resolved by the
competent authorities, if both competent authorities and the taxpayer agree, the matter may be submitted for
arbitration. This procedure will not go into effect however until the exchange of diplomatic notes. The
procedure will not generally be available where matters of either State's policy or domestic law are involved.
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requires non-discrimination between nationals of the taxing state and nationals of
the other contracting state, and makes provisions for the exchange of information. 4
B. Treaty Interpretation
1.

OECD

An important goal in Treaty implementation is common interpretation and
application of the Treaty provisions. The Fiscal Committee of the OECD
(Organization for Economic Cooperation and Development) produced the first
draft convention for double taxation in 1963. This was followed by major
revisions to the Model in 1977 and finally the 1992 Model Treaty. Each revision
was accompanied by extensive explanatory commentary. Although the OECD's
work and official commentaries on the model treaties are not binding, it is widely
accepted as bearing great weight. Some people have gone so far as to argue that,
by entering a Treaty based on the OECD Model, the contracting parties intend
5
that the Treaty be interpreted in conformity with the commentary. The OECD
Council has, in fact, made a recommendation that member states are bound "at
least in principle, 'to conform to the model convention.., as interpreted by the
commentaries thereto."' 16
The 1992 Model Treaty has not resulted in major drafting changes to the
1977 Model, but does contain significant revisions to the commentaries which
will impact in the technology transfer context, specifically in the areas of royalty
payments, calculating the income of permanent establishments and in the taxation
of employees. An important question will be the use of the revised commentary
in the interpretation of treaties negotiated under the 1965 or 1977 Models. For
example, the Canada-U.S. Treaty was last renegotiated in 1980, more than a
decade before these amendments. It is apparently-the view of the O.E.C.D. Fiscal
Committee that existing treaties, as far as possible, should be interpreted in the
spirit of the revised commentaries. It has also been suggested by the O.E.C.D.
Fiscal Committee that member countries wishing to clarify their positions could
do so by means of an exchange of letters between competent authorities. Given
the potential importance of the new model and commentaries, both will be
discussed further under the specific provisions of the U.S.-Canada Treaty.

Id.
14.
15.

See U.S.-CanadaTreaty, supra note 1,art. XXV.
David A. Ward, PrinciplesTo Be Applied in InterpretingTax Treaties,25 CAN. TAX J.263, 264

(1977) (arguing that the Commentary should be used if Canada has not recorded disagreement by making a
specific reservation to the Commentary).
16. See 1992 OECD Model Income Tax Convention,WORLDTAX REP., Nov. 1992. available in LEXIS,
Fedtax Library, Wldtax File.
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2. Treaty--Specific InterpretationProvisions
The Treaty provides that where a term is not defined in the Convention, the

domestic law of the contracting state applying the Convention shall control,
unless the context in which the term is used requires a definition independent of

domestic law.17 The Treaty also envisions that the competent authorities may
reach agreement on a meaning pursuant to the Mutual Agreement Procedure
where a term is not defined by the Treaty. 18Thus, the domestic law and the Treaty

interpretation practices adopted by each country may have a major impact on the
final tax result in a cross border transaction.
a. Treaty Interpretation:The UnitedStates
19
Under United States law, tax treaties have the same force as domestic law.

Notwithstanding, the Internal Revenue Code (IRC) provides that IRC provisions
should be applied "with due regard to any Treaty obligation of the United

States."20 However, if there is a conflict between a federal tax provision and a
Treaty, the provision which was enacted later in time will prevail.1 Not surprisingly, this later-in-time or treaty override rule has led to what some consider

to be violations of international lawv

and considerable discontent by Treaty

partners.3 Perhaps in self-defense, Canada has required the inclusion of a new

provision in the third Protoc6l with respect to Treaty overrides. 24 It provides that
17. See U.S.-CanadaTreaty, supranote 1. art. I, para. 2.
18. See id.art. XXIV, para. 3.
19. U.S. CONSr. art. VI, cl2. Both are the "supreme law of the land." See Duncan v. Commissioner,
86 T.C. 971, 975 (1986) (citing Whitney v. Robertson 124 U.S. 190, 194 (1888)). Congress may also enact
a statute that specifically provides that the statute is intended to override a Treaty.The U.S. system is not
patterned like Canada's on the Westminster Model. Instead, the U.S. legislature is composed of two separate
and equal bodies, the House of Representatives and the Senate. Legislation must pass each House by a simple
majority vote and then must be signed by the U.S. President. Revenue bills under the U.S. Constitution must
originate in the House of Representatives. In contrast, the Executive Branch of the United States, as part of its
authority over foreign relations, has the exclusive authority to negotiate income tax treaties. It is then signed
by the U.S. President and sent to the Senate for approval. It enters into force upon the exchange of instruments
of ratification by the Executive Branch and without approval of the House of Representatives. Thus, Congress,
which otherwise strongly influences U.S. tax policy, does not have a dominate role in Treaty negotiations, and
is therefore not always reluctant to override tax treaties which conflict with their policy goals.
20. I.R.C. § 894(a) (West 1995).
21. AMERICANLAw INSTrrtuE RESTATEMENT OFTHELAw (THIRD) FOREIGN RELATIONS LAW OFTHE
UNITED STATES § 115 (1987).
22. See U.S.-CanadaTreaty, supranote 1, art. XXVII.
23. The U.S. Congress has, in fact, enacted legislation that directly overrode a preexisting Treaty
provision in the Canada-U.S. agreement. See The Foreign Investment & Real Estate Tax Act of 1980, P.L. 96499, 94 Star. 2682 (1980). This enactment of the offending statutory provision did not relieve the United States
of its Treaty obligations; it merely resulted in its violation of them. The only practical remedy in such a case
is for Canada to withdraw from the Treaty. See generally Richard L. Doernberg, OverridingTax Treaties: The
U.S. Perspective,9 EMORY INT'L L. REv. 71 (1995).
24. See 1995 Protocol, supranote I
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if a contracting state unilaterally removes or limits any material benefits otherwise
available under the Treaty, the appropriate authorities are to meet to consider
changes to the Treaty, presumably to deny benefits on a bilateral basis rather than
to allow for a unilateral denial of benefits resulting from change in U.S. domestic
law.
The rules of construction used by U.S. courts in interpreting treaties as
domestic law are essentially the same as those used by the courts in interpreting
statutory law. When applying domestic law, U.S. courts generally look to the
intent, plain meaning of the words, extraneous aids such as committee reports,
legislative history and other areas of law where the same or similar language is
used. In the Treaty context, these principles result in a liberal construction of
treaties, which are best viewed as a mutual undertaking by the parties. Extrinsic
aids in interpreting a Treaty would include the legislative history of the Treaty,
committee reports including staff explanatory materials or testimony, floor
debates, and the technical explanation. 27 Reference has also been made to the
meaning given to the same or similar provisions in other treaties and to the OECD
commentaries.
In applying the Treaty, the United States has taken a dynamic 2 9 rather than
a static view of its domestic laws and has readily incorporated changes where
required in filling in Treaty definitions. Sometimes this practice alarms Treaty
partners. This seems to be what has occurred in the application of the transfer
pricing rules between U.S. corporations and related subsidiaries. United States'
interpretation and application of its new transfer pricing rules for example, has
resulted in many countries taking the position that the new U.S. rules are in
violation of the arm's length principle and in conflict with many of the OECD
recommendations.?'
b. Treaty Interpretation:Canada
Under Canadian law, the Canadian courts have held that income tax treaties
are to be construed in a manner that is "fair, broad and liberal to give effect to the
intentions of the contracting states in accordance with the ordinary meaning given

25. See U.S.-CanadaTreaty, supranote 1,art. XVII, para. 7.
26, See David H. Brookway, Interpretationof Tax Treatiesand TheirRelationship to Statutory Law-A
U.S. Perspective,CAN.TAX TREATiES 619 (1993).
27. The technical explanation was reviewed by Canada and approved. DEPr. OF FIN. RELEAsE
(CANADA). No.84-128 (1984).
28. See Brookway, supranote 26.
29. See, e.g., Charlotte H. Burghardt Estate, 80 T.C. 705 (1983); Rev. Rul. 81-303, 1981-2 C.B. 255.

30. See infra notes

176-79 and accompanying text. 1995 Organization for Economic Cooperation and

Development Report, Paris, OECD (1995) [hereinafter 1995 OECD Report] (showing how the July 1995
OECD guidelines may have alleviated some of the conflict). The OECD countries have moved closer to
common definitions and standards. Id.
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to the words of the Treaty in their context."3 ' Where a word in the Treaty is not
defined, the Income Tax Convention's Interpretation Act32 provides that the term
has the meaning it has for purposes of the Income Tax Act, R.S.C. 11952, c. 148,
(as amended by S.C. 1970-71-72 c. 63), and as subsequently amended unless the
context in the convention requires otherwise. 33Canadian courts also consider U.S.
jurisprudence when considering Treaty terms as well as the technical explanation
to the Treaty. 3 Finally, Canada's courts have reviewed and relied on the OECD
commentaries3 5 to assist them in determining the intent of the contracting parties.
Numerous Canadian decisions have also addressed the interaction between Treaty
and domestic law. Unfortunately, few of these cases reflect a generosity of spirit
by Revenue3 6in the interpretation of domestic law or the treaty in determining the
tax liability of a Treaty partner 7
C. Treaty Provisions
The Treaty provides for the taxation of thirteen general categories of
income.38 These include income from real property, business profits, transportation, dividends, interest, royalties, gains from alienation, income earned from
personal services and by artists and athletes, income from pensions and annuities,
income from government services, payments to students, and other income. In a
technology transfer arrangement, the relevant Treaty articles depend on how the
technology is transferred. For purposes of this discussion, it is assumed that a
typical technology transfer agreement includes any or all combinations of the
following: know-how, trade secrets, patents and related technology, industrial
designs, copyrights, trademarks, formulas, processes, models, prototypes,
machinery or equipment, as well as a range of technical and professional services.
Consequently, only seven of these Treaty provisions will normally affect technology transfer arrangements: (1) business profits Article VII; where applicable;
(2) permanent establishment rules, Article V; (3) royalties, Article XII; (4)
dependent personal services, Article XV; (5) independent personal service,

31. See, e.g., Scott Estate v. The Queen, 88 D.T.C. 6012 (F.C.T.D.) (1988); Chabra v. The Queen 88
D.T.C. 6015 (F.C.T.D.) (1988).
32. The Income Tax Conventions Interpretation Act, R.S.C. 1985, c. 1-4. § 3. See also The Queen v.
Melford Developments Inc., 82 D.T.C. 6281 (S.C.C.) (1982).
33. See David A. Ward, The Income Tax ConventionsInterpretationAct, in CAN. TAX TREATIES 602-03
(Canadian Tax Foundation 1981).
34. Although the Technical Interpretation does not have the force of law, it has been approved by the
Dept. of Finance. See Rev. Rul. 84-128 (Canada); see also Richard Deboo, Problems in Tax Treaty

Interpretation:IFA Canada1985, TExTs OF SEMINAR PAPERS, May 14, 1985, at 44.
35. See Ward, supranote 15. at 264.
36. This is the Canadian equivalent to the U.S. Internal Revenue Service.
37. See, e.g., The Queen v. Associates Corporation of North America, 80 D.T.C. 6049 (F.C.T.D.)
(1980), affid. 80 D.T.C. 6140 (F.C.T.D.) (1980); Gladden Estate v. The Queen, 85 D.T.C. 5188 (1985).
38. See U.S.-CanadaTreaty, supra note 1,art. XIII.
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Article XIV; (6) gains from the alienation of property, Article XIII; and (7) other
income, Article XXI. In addition, the provisions governing related persons
(Article IX) and the mutual agreement procedure (Article XXVI) may apply. For
simplicity, the following assumes payments are made by a U.S. taxpayer to a
Canadian taxpayer. Where appropriate, the examples may be reversed.
1. Article VI: What are "BusinessProfits?"
The first rule of Treaty application is that business profits are not taxable in
the host country in the absence of a permanent establishment (PE). The threshold
questions in determining tax liability under a technology transfer agreement are
therefore: (1) what are "profits" of an enterprise as distinguished from income
under other Treaty articles and (2) what is a PE. The answer to these questions is
central to the tax result. For example, if a PE exists in the host country through
which a Treaty taxpayer is carrying on business, a different set of rules will apply
than those which operate when no PE exists. 39 In particular, much of the income
related to a cross border transaction will be fully subject to host country taxation
if it is attributable to a PE in the host country, but may be exempt or subject only
to withholding tax if no PE exists. The following discussion therefore assumes
there is no PE in the host country and that the transferor is seeking to avoid PE
status.
The Treaty between Canada and the United States provides that "profit"
includes business profits not dealt with elsewhere in the Treaty.4° In a technology
transfer agreement, "profits" would generally include income not specifically
covered in the Royalties, 4 1 Personal Service Income, 42 and Capital Gains
articles.43 Of these, the article that historically has created the most problems is
the Royalty article. Unfortunately, it is also arguably the most important. The
difficulties with the application of the royalty article focus on the characterization
of payments; for example, when is a payment in respect of management or technical service fees and therefore exempt as business profit under Article VII, and
when is a payment a royalty for the transfer of knowhow and therefore subject to

39. See I.R.C. §§ 864(b). 881, 882,884 (West 1995) (applicable U.S. rules).
40. See U.S.-CanadaTreaty. supranote 1,art. VII.
41. See id.
42. See id. arts. XIV, XV.
43. The arrangement may also involve financing by the transfeior, in which case the interest article may
also apply. Depending on the relationship between the parties, the dividend article may also apply. See U.S.Canada Treaty, supranote 1,arts. X,X1.
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a ten percent withholding tax under the Royalty provisions?44 A change in focus
with respect to the desired characterization of income, may soon occur.
The royalty rate for many technology related payments has been reduced to
W 6 If the applicable withholding rate is zero, the
zero under the new protocol.
critical questions for a Canadian transferor with no PE in the United States are
more likely: (1) when does payment represent business profits or an exempt
royalty, and (2) when is payment for the provision of technical assistance or other
services and subject to those Treaty articles. The answer to these questions will
determine liability for withholding tax. The fact that two governments seeking to
impose tax may answer these questions independently presents wide scope for
disagreement and double taxation. This will be discussed further under Section
HI.C.3, infra. (the royalty article).
2. Article V: PermanentEstablishmentProvisions
Since business profits are not taxable in the host country except to the extent
that they are attributable to a PE whether or not a PE exists will determine
whether business profits will be taxable in the host country in a technology
transfer arrangement.
The U.S.-Canada Treaty generally follows the 1977 OECD model convention
in defining a PE. Article V(1) provides that a PE is a fixed place of business and
includes a standard list of examples, such as: place of management, branch,
office, factory, workshop, mine, oil well, or quarry, or any other place of
extraction of natural resources.4 7 In addition, a building site or construction or
installation project that continues for a period of more than twelve months is
considered a PE.48 Finally, the use of a drilling rig or ship in the other contracting
state for a period of more than three months in any twelve month period to
explore for or exploit natural resources will fall within the definition. 49 Canadian
cases have followed U.S. jurisprudence ° in holding that to be a PE, an office
must be staffed and capable of carrying on the business of the taxpayer, and

44. Since business profits are not defined, resort must be had to either Canadian or U.S. jurisprudence
to determine the type of income earned. There is little jurisprudence on this point in the Treaty context. The
cases in Canada have involved leasing or rental activities. The test appears to be based on the level of activity
or services provided by the lessor. See Halcrow v. MNR 80 D.T.C. 1697 (T.R.B.) (1980); Canadian Pacific
Ltd. v. The Queen, 76 D.T.C. 6120,6135 (F.C.T.D.) (1976), rev'd in part,77 D.T.C. 5383 (F.C.A.) (1977);
Richard G. Tremblay, PermanentEstablishmentsin Canada,2 . INT'LTAX 305 (1992).

45. See infranotes 80-118 and accompanying text (discussing Article XII, Royalties).
46. See 1995 Protocol, supra note I.
47. See U.S.-CanadaTreaty, supranote 1, art. V, para. 2.

48. See id.art.V, para.3.
49. See id. art. V, para. 4.
50. See Commissioner of Internal Revenue v. Consolidated Premium Iron Ores, Ltd., 265 F.2d 320 (6th
Cir. 1959).
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plants or other facilities must be equipped to carry on the taxpayer's business
activityl

Revenue Canada has, however, adopted a broad view of what would
constitute a site or installation project. In a recent ruling, Revenue Canada was
asked to consider whether a U.S. corporation which sold and later installed
computer software to an unrelated Canadian corporation, would have a PE in
Canada where employees of the U.S. corporation provided installation and maintenance services in Canada. Citing several authorities, Revenue Canada concluded
that although testing computer software and setting up a data base was likely not
an installation project, an installation project did not need to be related to a construction project to be deemed a PE.52
The OECD commentaries provide that where tangible property such as
facilities, industrial, commercial or scientific equipment, or intangible property
such as patents or procedures, are let or leased to third parties through a fixed
place of business manufactured in the other Statp, this activity will, in general,
render the place of business a PE.53 If there is no fixed place of business in the
host country, these activities would not normally constitute a PE, even where the
lessor provides personnel after installation to operate the equipment provided that
their responsibility is limited solely to the operation or maintenance of the
equipment under the direction, responsibility and control of the lessee.
The exceptions from PE status relate to a fixed place of businesse for the
purpose of storage, display, processing, purchasing, or for any combination of
these activities.55 There are also exemptions for independent agent. Finally,
Article V(4)(f) of the Treaty provides that "the maintenance of a fixed place of
business solely for the purpose of carrying on, for the enterprise, any other
activity of a preparatory or auxiliary character will not be viewed as a PE under
the Treaty." The OECD commentaries indicate that this paragraph limits the
scope of the permanent establishment provisions and excludes "a number of
forms of business organizations which, although carried on through a fixed place
51. See Tremblay, supra note 44,at 307.
52. CanadianTechnical Interpretation,Reorganizationand ForeignDivision, July 5,1994 1 3241,
Report No. 46, Window on Canadian Tax Newsletter, THETAX WInMOW (CCH) 9 (April 1995).
53. Commentary to Article 5,OECD MoDEL CoNvENTIoN, Sept. 1992, at C(5)-3.
54. Canada has taken a very broad view of this term and found a non-resident (U.S.) taxpayer who sold
his wares from a trailer and collapsible booth for three weeks each year at a Vancouver exhibition had a
permanent establishment. See Fowler v. MNR, 90 D.T.C. 1834 (T.C.C.) (1990). See also Kathleen Hanly,
Meaning ofPeranentEstablishment, 39 CAN. TAxJ. 323,326 (1991).
55. See U.S.-Canada Treaty, supranote 1,art. V,para. 6(a). Although Article V,para. 6 corresponds
with the provisions of Article V,para. 4 of the OECD Model, the language of the two provisions differs. Under
the OECD text, any combination of the activities listed in Article V,para. 4 will result in a PE unless the
activities are of an auxiliary or preparatory character. See OECD Model Convention. No similar restriction
exists in the Treaty. Thus, a greater degree of activity may be permitted than that anticipated under the OECD
Model. See Michael G. Quigley, PermanentEstablishmentUnderthe Canada-UnitedStates Tax Treaties-The
Old& The New, N.C.J.INT'LL.& COM.REG. 362,378 (1981).
56. See U.S.-Canada Treaty, supranote 1,art. V,para. 5.
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of business, should not be viewed as permanent establishments."57 The examples
offered are fixed places of business solely for the purpose of advertising, for the
supply of information or for scientific research, or for the servicing of a patent or
know-how contract, if such activities have a preparatory or auxiliary character.5 8
Another issue, perhaps more easily resolved, is the question of dependent
agents.5 9 The Treaty provides, interalia,that the presence of a person other than
an agent of independent status, acting on behalf of a Canadian enterprise, will be
deemed a PE in the United States under defined circumstances. The most important of these circumstances for purposes of this discussion is where the agent has,
and habitually exercises in the host country, an authority to conclude contracts in
the name of the enterprise; unless the activities are limited to the purchase of
goods or merchandise or other exempt activities for the enterprise.6°There are no
minimum time tests associated with PE status under this provision. There also
appears to be no requirement that to establish PE status there be a fixed place of

business (a term undefined in the treaties) through which the agent operates. 6'The
only requirement is that the agent have the requisite authority to conclude
contracts on behalf of the foreign enterprise. If PE status is not intended, this provision should be carefully avoided. This may not be as easy as one would hope.
Revenue Canada has stated that a foreign corporation may have a PE and

carry on business in Canada if one of its employees provides expertise as a project
manager for a job of a Canadian Subsidiary.62 A PE may also exist where the

57. See Commentary on Article 5, OECD MODEL TREATY, Sept. 1992 at C(5)-8 through C(5)-10.
58. See it; see also Catherine A. Brown, TaxAspects ofthe Transferof Technology to The Asia Pacific
Rim, 87 CAN. TAX PAPER (Canadian Tax Foundation 1990).
The OECD Commentary to Article 5(4) provides that:
[I]t is often difficult to distinguish between activities which have a preparatory or auxiliary
character and those which have not.The decisive criterion is whether or not the activity of the fixed
place of business in itself forms an essential and significant part of the activity of the enterprise as
a whole. Each individual case will have to be examined on its own merits. In any case, a fixed place
of business whose general purpose is one which is identical to the general purpose of the whole
enterprise, does not exercise a preparatory or auxiliary activity. Where, for example, the servicing
of patents and know-how is the purpose of an enterprise, a fixed place ofbusiness of such enterprise
exercising such an activity cannot get the benefits of subparagraph (e). A fixed place of business
which has the function of managing an enterprise or even only a part of an enterprise or of a group
of the concern cannot be regarded as doing a preparatory or auxiliary activity, for such a managerial
activity exceeds this level. The function of managing an enterprise, even if it only covers a certain
area of the operations of the concern, constitutes an essential part of the business operations of the
enterprise and therefore can in no way be regarded as an activity which has a preparatory or
auxiliary character within the meaning of subparagraph (e) of paragraph 4.
Commentary on Article 5, OECD MODELTREATY, Sept. 1992 at C(5)-10.
59. See John F. Avery Jones & David A. Ward, Agents as PennanentEstablishmentsunderthe OECD
Model Tax Convention, 1993 BRITIsH TAX REv. 341.
60. See U.S.-Canada Treaty, supra note 1, art. V, para. 5. See also Ewing W. Madole, Agents as
PernanentEstablishmentsUnder U.S. Income Tax Treaties, 94 TAX MGMT. INT'LJ. 281 (1994).
61. Cf.Tremblay, supranote 44.
62. Income Tax Act § 1(d) RSC 1985, c. 1 (5th supp.), as amended [hereinafter ITA).
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Canadian subsidiary makes space available to a foreign corporation, for example
to provide management services to its subsidiary for a fee.63
The United States has also been particularly aggressive in interpretating when
an agent will constitute a PE for U.S. Treaty purposes. In The Taisei Fire and
Maune Ins. Co. Ltd. v. Com., for example, the Internal Revenue Service (IRS)
argued that an unrelated U.S. corporation that underwrote reinsurance on behalf
of four unrelated Japanese insurance companies was the U.S. PE of each of these
companies. 6' This resulted in U.S. tax liability for the Japanese insurers on the
basis of the profits attributable to their PE. This challenge by the IRS threatens
a long established principle that even wholly-owned subsidiaries of foreign corporations are separate, legal enterprises and not agents of the parent. 65 The treatment of subsidiaries in which foreign corporations own even minority interests
as PE's will also create considerable uncertainty for foreign shareholders and may
result in double taxation. It may also create considerable friction between the two
countries if the United States exerts a right to tax income which would otherwise
be considered Canadian sourced and exempt under the Treaty.6
Since business profits will become taxable once a PE exists, it is also
important to determine what profits will be attributable to the PE, if one is to be
established. Uncertainty about the amount of income "attributable" to a PE lead
to a special OECD study and report released in 19927 The committee focused
on transfers between a firm's head-office and its foreign PE and transfers between
different PE's of the same enterprise. According to the report, the problem or
uncertainty in the taxation of income attributable to a PE was the duality of
approaches suggested by the Model Convention; 68 it allowed tax authorities to,
in some instances, treat a PE as an independent legal entity which would require
a profit element and in others as a subdivision of the main enterprise which would
result in the transfer price being valued by reference to historic cost.69 Paragraphs
2 and 3 of Article VII contain these provisions. Paragraph 2 requires that prices
charged between the PE and head-office normally be charged on an arm's length
basis. Paragraph 3 provides for the deduction of expenses incurred for purposes
of the PE.7° Arguably these deductions should be limited to the actual cost

63.

Can. Tax Rep. (CCH) j 1352.

64. 104 T.C. 535 (1995).
65. Revenue Canada has stated that it is possible for a wholly-owned subsidiary to be an independent
agent of its non-resident parent, but that in order to make such a determination, the Department would use the
OECD commentory as an interpretive aid. Revenue Canada Round Table, Q. 14, C.M.T.C. 1993, C.T.F. (1994)

Toronto, at 22:11.
66. See Madole, supranote 61, at 281.
67. See No. 4 Model Tax Convention: Four Related Studies, Issues in International Taxation, OECD
IssuEs INNIrL.TAX. (1992).
68. OECD Model Tax Convention, OECD, Sept. 1992.
69. The problem is further exacerbated where a PE has a short life (i.e., construction or assembly site).
U.S.-Canada Treaty, supranote 1, art. VII, paras. 2-3.
70.

See U.S.-CanadaTreaty, supranote 1, at.VII, para. 3.
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incurred and not include the profit element normally built into ann's length transactions. The debate focused on reconciling these directives, in particular, whether
a particular cost could be considered an expense incurred for the purposes of the
PE or a service that has been transferred to the PE at a cost that should include an
element of profit to the provider!'
This question was addressed by the committee in the specific context of
technology, trademarks and services. Their conclusions were as follows:
1. Associated members of a group normally either share costs or pay a
royalty. Similar conditions should apply within a single entity. Since
ownership cannot be allocated to a distinct part of a single entity, it
is most appropriate to allocate historic cost (and risk) between the
various parts without any mark-up for profit.
2. Services may also be charged at historic cost or cost plus markup.
Most commonly, however, the provision of services is part of the
general administrative" expenses of the enterprise as a whole and
should be allocated on the basis of historic cost to the various parts
of the enterprise. However, where part of the trade consists of the
provision of such services, cost plus profit markup should be
charged. 72
The United States has taken a quite different view of the rules which should
govern the allocation of income and the pricing of intangibles in the transfer
pricing provisions. Specifically, the United States requires that fair market value
be paid on the transfer of, or the use of, all developed technology in the United
States. The U.S. position also conflicts with the Canadian view of the arm's
length principle in a number of other significant areas. 3
4
3. Article XII: RoyaltieS1

In the absence of a permanent establishment in the host country, the royalty
article is probably the most important in the technology transfer area. Unfortunately, it is also the article that has historically created the most problems in
determining its scope and application. These problems may have been compounded by the changes made in the Third Protocol to the Treaty. In a move to
selectively reduce withholding tax on royalty payments, the third protocol to the
71. See No. 5 Model Tax Convention - Attribution of Income to Permanent Establishments. OECD
ISSUES ININT'L TAX. (1992).

72. Id
73. See infra notes 176-79 and accompanying text.
74. See U.S.-Canada Treaty, supranote 1, art. XII. This section relies heavily on an article written by
the author entitled, Catherine A. Brown, The Canada-U.S. Tax Treaty: The Impact of the New Royalty

Provision,43 CAN. TAX. J. 592 (1995).
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Treaty makes significant changes to the royalty provisions. As the discussion
below indicates, these changes have added little certainty to the application of
those provisions.
a. The 1980 Treaty
Under the 1980 Treaty, 75 royalties were subject to a ten percent withholding
tax with the exception of certain copyright royalties and other like payments in
respect of the7 6production or reproduction of any literary, dramatic, musical or
artistic work.
Article XII(4) contained the definition of "royalty" for this purpose and
included payment of any kind received as consideration: (1) for the use of, or the
right to use, any copyright of literary, artistic or scientific work, any, patent,
trademark, design, model, plan, secret formula or process; (2) for the use of, or
the right to use, tangible personal property; (3) for information concerning
industrial, commercial, or scientific experience; and (4)gains from the alienation
of any intangible property or rights described in the royalty article to the extent
that such gains are contingent on the productivity, use, or subsequent disposition
of such property or rights.
The 1980 Treaty also provided special rules to determine the source of
royalty income for Treaty purposes. First, royalties were deemed to arise in
Canada if the payer was the state, a political subdivision or local authority, or a
resident of Canada. Second, royalties were deemed to arise in Canada if the payer
had a permanent establishment or fixed base located in Canada in connection with
which the obligation to pay the royalties was incurred, and if the royalties were
borne by that permanent establishment or fixed base. Finally, and notwithstanding
the first two rules, if the property or rights that were the subject of the royalty
were used in Canada or the United States, then the royalties were deemed to be
sourced there and not in the state where the.payer was resident. Thus, for
example, if a U.S. company paid a German company a royalty for the use of, or
the right to use, a trademark in Canada, the royalty payment would be subject to
Canadian withholding tax."
The protocol replaced the third rule with a new provision designed to ensure
that royalties are not taxed by both Canada and the United States. The new
general source rule will source income to the place of residence of the payer.!
For example, if a Canadian with no permanent establishment or fixed base in the
United States pays a royalty to a U.S. resident for a right to use the property in the

75. See generallyU.S.-CanadaTreaty, supra note 1.
76. Id. art. XI. The 1980 Treaty did not include royalties in respect of motion pictures and works on
film, videotape or other means of reproduction for use in connection with television. Id. para. 3.
77. ITA, supranote 62, § 212.
78. See U.S.-Canada Treaty, supranote 1,art. XII, para. 6(a).
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United States, the income would be considered to be Canadian and not U.S.
sourced. 79 The new rule reverses the 1980 Treaty rule and provides that only
where the first two source rules do not apply, and the royalties are for the use of,
or the right to use, intangible or tangible property in a contracting state, will the
royalties be deemed to arise in that state.
The royalty article in the 1980 Treaty (and changes in the new protocol) does
not apply if the recipient of the royalties carries on business or earns fees through
a PE or fixed base in Canada, and if the right or property in respect of which the
royalties arise is effectively connected with the permanent establishment or fixed
base. Under those circumstances either the business profits article (Article VI)
or the independent personal services article (Article XIV) will apply.
Finally, there are provisions in Article XII to determine a fair market value
equivalent when a "special relationship ' m exists between the payer and the
recipient, and the royalties are considered excessive. Withholding under the
royalty article under those circumstances is restricted to the amount that would
have been agreed to by the parties in the absence of the special relationship and
having regard to the use, right, or information for which the royalty was paid.
Royalties in excess of that amount remain taxable according to Canadian or U.S.
law having due regard to the terms of the Treaty. 81 These provisions remain
unchanged by the 1995 Protocol.
The United States Treasury Explanation (Treasury Explanation)82 to the 1980
Treaty outlines the commonly accepted understanding of the royalty article. It
provides:
"Royalties are generally defined as payments for the use of, or the right
to use, any copyright of literary, artistic, or scientific work (including
motion pictures and works on film, videotape, or other means of reproduction for use in connection with television), patents, trademarks,
designs, models, plans, secret processes or formulae, tangible personal

79. See JOINT CoMMrTEE ONTAXATION, J.C.S. 15-95, STAFF EXPLANATION ON PROPOSED PROTOCOL
TOTHEU.S.-CANADAINCOMETAXTREATY (May 23,1995) (prepared for the May 25, 1995 hearing of the U.S.
Senate Foreign Relations Committee) [hereinafter STAFFEXPLANATION].
80. The OECD commentaries suggest that this expression is broader than related persons in Article IX
which focuses on a control and management test. A special relationship would include for example, relationships by virtueof blood or marriage and, in general, any community of interests as distinct from the legal
relationship giving rise to the payment of the royalty. Commentary on Article 12, OECD MODEL CONVENtON,
Sept. 1992, at C(12)-8.

81.

The excess payment must first be characterized, probably with reference to the relationship between

the parties. The payment may be viewed for example as dividend income, business income or perhaps "other
income" under the Treaty. See Can. Tax Rep. (CCH) 1955, § 21,101.
82. On April 26, 1984, the United States Treasury Department released a technical explanation of the
1980 Convention between the United States and Canada. See Can. Tax Rep. (CCH) 1955. A news release
issued by the Canadian Department of Finance on August 16, 1984, states that the technical explanation
accurately reflects understandings reached in the course of negotiations with respect to the interpretation and
application of the various provisions in the 1980 Tax Convention as amended.
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property or other similar property or rights. (Payments for works for use
in connection with television are royalties whether or not the works
appear on film or videotape.) Royalties also include payments for
scientific, technical, industrial or commercial knowledge or information
("know how") held by the person supplying the know-how, including
ancillary and subsidiary assistance with respect to know-how, and payments for the use of, or the right to use personal property. Finally, gains
from the sale or other disposition of these properties or rights will be
considered to be royalties to the extent that the payment of the sale price
is contingent on the83productivity, use or subsequent disposition of the
property or rights."
It would appear that most of the controversy surrounding the scope and
application of the Royalty provision was resolved under the wording of the 1942
Treaty, with the exception of payments for computer software.8 5 If not, there is

83. Can. Tax Rep. (CCH) 1955, § 21,106.
84. There has been considerable litigation over the years on what is or is not a royalty. In Saint John
Ship Building & Dry Dock Co. Ltd., 80 T.C. 6157 (F.C.A.) (1980), the issue was whether there was an
obligation of a Canadian resident company to withhold tax on payments to a company in the United States for
the right to use certain non-patentable technical information pertaining to a computer operating system. Under
the agreement's terms, the taxpayer was granted a non-exclusive license to use the system with no termination
date. It provided for a license fee to be paid in instalments upon the happening of certain events-for example,
upon acceptance of system. In addition a fee was to be paid for labor, installation and service. St. John's made
three lump-sum payments in consecutive years to obtain the technical information stores on computer software
tapes. The non-resident also supplied user and programmer manuals. The payments did not relate to use or
profit attributable to the programs, nor was there any restriction on the number of times the programs could
be used. The Minister assessed on the ground that the company should have withheld 15% of each payment
and remitted it pursuant to the then ITA § 109(5) [now renumbered § 215(6)].
The company argued that the payments were in respect of "information" and not dependent in whole or
in part upon the use made thereof, productions or sale of goods or services, or profits, as required by ITA §
212(l)(d)(ii). The 1942 Canada-U.S. Treaty was a key factor in the case. Under Article I of that Treaty, the
U.S. corporation would not be liable to tax in Canada in respect of its "industrial and commercial profits"
unless such profits were allocatable to a permanent establishment in Canada. Article II excluded from such
profits "income in the form of rentals and royalties, interest, dividends, management charges.. ." It was thus
necessary to look at the definition of rentals and royalties to determine whether these payments were related
to the industrial and commercial profits of the U.S. company or were in fact rentals and royalties. "Rentals and
royalties" within the meaning of the old Treaty included:
[rientals or royalties arising from leasing real or immovable, or personal or movable property or
from any interest in such property, including rentals or royalties for the use of, or for the privilege
of using, patents, copyrights, secret processes and formulas, goodwill, trade marks, trade brands,
franchises and other like property.
The Court found that the payments were caught under ITA § 212(I)(d), but not within the context of the 1995
Protocol definition. They could not be classified as a "rent" since there was no element of "use for a certain
time." With respect to "royalties," the Tax Appeal Board (a lower court, now abolished) found that although
there were references to "use" in the agreement, they were not sufficient to relate to "degree of use," or
"duration of use." Such references to various instalments related only to the basis for payment of the total
agreed amount, and did not indicate any period or passage of time in connection with use. The ordinary
meaning of "rental" carried with it the inference that payments would be carried on for a term, whether fixed
or determinable, after which time the right and use reverted to the owner. The term "royalty" referred to a
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a surprising dearth of jurisprudence disputing the current application of the
royalty provisions.
b. The New Royalty Article
The 1995 Protocol added a number of additional exemptions from withholding tax to paragraph three of Article XII, which formerly exempted only
certain cultural royalties! 6 An exemption now extends to: (1) payments for the
use of, or the right to use, computer software; (2) payments for the use of, or right
to use, any patent or any information concerning industrial, commercial or
scientific experience (but not including any such information provided in connection with a rental or franchise agreement); and (3) payments with respect to
broadcasting as may be agreed for the purpose of this paragraph in an exchange
of notes between the contracting states. These new exemptions raise a number
of old issues and new questions about how the revised article will be interpreted
and applied.
i.

Exempt vs. Non-Exempt Payments

The negotiated exemption of payments for computer software brings Canada
into accord with the internationally accepted standard for Treaty withholding for
the use of computer software. It also brings a welcome respite in the ongoing conflict between Canada and the U.S. relating to software payments. 87 The new provision is, at least in spirit, consistent with the 1992 OECD recommendations with
respect to the tax treatment of computer software. The commentary suggests that

payment calculated by reference to the use of, the production from, or the revenue or profits from the rights
granted. The Court decided that neither word could be construed as having application to a lump-sum payment

made for the right to use property for an indefinite period. Thus, the payments were not royalties or rentals;
they were industrial and commercial profits and, in the absence of a permanent establishment, not subject to
tax in Canada. Under the 1942 Treaty, it could be concluded from this judgment that any lump-sum payment
in respect of technology transfer in any form-whether as a complete alienation or as a right to use-would
be considered commercial or industrial profits and in most cases, exempt under the Treaty. This conclusion
could not, however, withstand the changes made in the 1980 Treaty. A lump sum payment for the right to use
an intangible would clearly be a royalty.
85. See infra notes 87-126 and accompanying text (discussing exemptions). See also Robert T. Cole,
Royalty Transitionsand VariationsUnder the New Canada-U.S.Income Tax Treaty, in CAN. TAX TREATIES

706 (Canadian Tax Foundation 1981).
86. U.S.-Canada Treaty, supra note 1.Article XHI,para. 3 provided an exemption for copyright royalties
and other like payments in respect of the production or reproduction of any literary, dramatic, musical or
artistic work (other than payments in respect of motion pictures and works on film, videotape or other means
of reproduction for use in connection with felevision). Id. art. XII, para. 3.
87. See Catherine A. Brown, The Canadian Tax Treatment of Computer Software Payments, 3 CAN.
TAX. 1 (1994).
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a specific exemption was not required, however, as software payments would
rarely constitute royalties 8
Canada's historic position has been that payments for the use of software
acquired pursuant'to a contract that requires the source code or program to be kept
confidential, represent payments for the use of a secret formula or process. Such
payments were thus treated as royalties.89 Until September 1994, Revenue Canada
also extended this policy to shrink-wrapped or packaged software. At that time
Revenue Canada changed its position with respect to prepackaged software and
payment for the acquisition of the software. They are now treated as proceeds
from the sale of tangible property and thus not subject to withholding tax.?0
Custom software purchased from the United States, however, remained subject
to withholding at the reduced ten percent Treaty royalty rate. The 1995 Protocol
reduces that rate of withholding to zero percent for qualifying U.S. Treaty parties.
The 1995 Protocol also provides a total exemption from withholding for payments for the use of, or right to use, patents and know-how. This exemption,
although an important step in facilitating cross border flows of intellectual property, may pose problems in its interpretation and application. For example, a
major exception to the general rule exists where know-how is transferred "in
connection with" a rental or franchise agreement.9 In this case, the know-how
and the rental, or franchise fee, will be subject to a ten percent withholding.92
This limitation may be difficult to apply in practice since it raises many questions.
For example: what does know-how transferred "in connection with" mean? Can
the restriction be avoided by the creation of multiple, time-staged agreements?
What does the expression "franchise or rental agreement" mean? Can a patent and
franchise payment be made together, without "tainting" the exemption for the
patent royalty? The answers to these questions will be discussed in more detail
below. 93 Apparently, the exemption for know-how payments is also meant to
extend to the other forms of intellectual property currently listed in the 1980
royalty article. These include "designs, models; plans, secret formulas, or pro88. Commentary on Article 12, OECD MODEL CONVENTION, Sept. 1992 at C(12)-4, 5. The revised
commentary is the result of an OECD Report on the Tax Treatment of Software. A second major change to the
interpretation and application of the royalty article has been introduced through the revised commentary where
an alienation of software has occurred. The report provides that where payment is made for the alienation of
rights attached to the software the amount will not be a royalty. Also, where partial alienation of extensive
rights involving exclusive right of use during a specified period or in a geographic area, that payment will not
constitute a royalty. In fact, even where less than full rights to software are transferred, it was the committee's
position that only in very limited circumstances would the amount be viewed as a software payment. Canada
reserved its position on this issue in the OECD Commentaries. Id.
89. See ITA,supranote 62,§ 212(l)(d)(i).
90. Withholding Tax-Coi;puterSoftware Royalties, Can. Pol'y & Legis. Branch (CCH) No. 9319685

(Sept. 13, 1994).
91. See U.S.-CanadaTreaty, supranote 1,art. XII, para.5.
92. The apparent purpose of this exception is to prevent a "bundling" of know-how and franchise or
rental fees with the intention of avoiding withholding tax.
93. See supranotes 98-124 and accompanying text.
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cesses." It appears from reported discussions95 with representatives of both the
Canadian Department of Finance and the U.S. Treasury Department,9 that the

omission of the specific categories mentioned above was not for the purpose of
excluding them from exemption. Furthermore, the Canadian Department of

Finance maintains that the term "know-how" is broad enough to cover payments
for these types of intellectual property. The revised technical explanation also
provides that "royalties paid for the use of, or the right to use, designs or models,

plans, secret formulas or processes are included under subparagraph 3(c) to the
extent that they represent payments for the use of, or the right to use information

concerning industrial, commercial or scientific experience."' The 1995 Protocol
also provides a specific exemption for certain broadcast rights. 8
Royalty payments for trademarks and trade names were not exempted. This
omission may be short sighted given that many trademark licences include
significant technology.99 The failure to include trademarks in the exemption also

94. See U.S.-Canada Treaty, supranote 1, art. XII, para. 4.
95. See also BLAKE MURRAY, TIE AUmST 31,1994 PROTOCOLTO THE CANADA-UNITED STATES INCOMETAX CONVENTION, INSTIUTE ON INTERNATIONAL RESEARCH 6TH ANNUAL CONFERENCE ON TRANSFER
PRICING AND CROSS BORDER ISSUES (1995).
96. William S.Corey, Sutherland & Asbill Questions Canada Protocol, Submits Draft Technical
Explanation, 94 TAX NOTES TODAY 22-25 (1994); Mary C. Sophos, Grocery ManufacturersSeek Express
Exemption Withholding ForTrademarkRoyalties, 95 TAx NOTES TODAY 8-31 (1995).
97. Treasury Technical Explanation of Protocol Amending Convention Between United States and
Canada, 95 TAx NOTES TODAY 115-64, June 14, 1995, art. 7 [hereinafter Technical Explanation], available In
LEXIS, Fedtax Library, Tnt File.
98. Details on the scope of the article or its effective date are not yet available; however, discussions
with Department of Finance officials indicate that, with regard to including authority to provide further relief
for broadcast royalties, the Canadian delegation had a relatively limited objective-that was to ensure that the
relief currently provided underITA § 212(5) of the Act with respect to news material be applied 1ilaterally and
to both live and taped broadcasts. The protocol would permit Canada and the United States to provide for this
exemption, through an exchange of diplomatic notes, at some date in the future. See STAFF EXPLANATION,
supranote 80. See also Treasury Explanation, supranote 97. This provision was included because Canada was
not prepared at the time of the negotiations to commit itself to an exemption for broadcast royalties. Senate
approval at the U.S. level was sought to avoid waiting for a further protocol.
99. See Sophos, supra note 96. This was the position presented by the Grocery Manufacturer's
Association (GMO) in a recent letter to the Deputy Assistant Secretary for Tax Policy. The GMO, which is
represented by chief executive officers from a number of Fortune 500 Companies, made this point:
The experience of our member companies is that trademark licenses necessarily include
transfers of significant technology together with requirements that licensees meet specific
manufacturing and product quality standards. In our view, a pure trademark license can be regarded
as the exception to the norm.
The transfer of intellectual property to the licensees may include existing patents and
proprietary information as well as rights to use future patents and manufacturing technology. Most
often the licensees leverage on R&D done by the licensor. The agreement may also convey rights
to some marketing techniques, and may incorporate some elements of the licensors' advertising and
promotional campaigns as well as product designs. In short, they expressly or implicitly require a
transfer of a bundle, or package of existing and future proprietary know-how, that licensees must
have inorder to make and sell
the licensors' products competitively and to carry on the business.
In some cases, appropriately enough, the royalties are referred to as 'package fees.' In most
instances it would be difficult to separate precisely the payments of the royalties into their different
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challenges those seeking to unpackage, or separate and distinguish, taxable
trademark royalties from exempt royalty payments for patents and know-how.
Additionally, the process will likely operate to the detriment of those in long-

standing licensing arrangements with Canadian or United States licensees. Since
there was no need to differentiate between exempt and non-exempt royalties in
the past, current agreements are unlikely to accurately reflect an apportionment
of the total payment between royalties for patents, know-how and trademarks.
Attempts to allocate or reallocate now as a result of the protocol exemption may
be viewed with some skepticism by both Revenue Canada and the IRS. t° 0 It is
clear, at a minimum, that the new exemptions will dramatically impact future

negotiation of licenses that contain trademark rights.
The good news, however, is that there may be a need to differentiate between
non-exempt trademark and exempt know-how payments and the latter will be tax
exempt.1t ' From discussions with the Department of Finance, Canada, it appears
expected that a trademark payment might be made independently of a franchise

fee. 02 In consequence, know-how payments, even when combined with a trademark royalty, would be exempt from withholding.

The 1995 Protocol has also specifically limited the exemption for know-how
payments to transfers which are not made "in connection with a rental or fran-

chise agreement."' 1 3 Clearly, this expression assumes considerable importance in
interpretation of the new exemption's scope. In particular, the interpretation of

business elements.
Id.
100. See Technical Explanation. supra note 97. The Technical Explanation states that a royalty paid
under a mixed contract, package fee or similar arrangement will be treated as exempt at source to the extent
of any portion that is paid for a right exempted under paragraph 3.
101. The reduction of withholding tax to zero for some royalty payments will also place significantly
more importance on distinguishing between payments for the transfer of services and intangibles. For example,
to the extent that withholding tax on royalties is payable, this is based on the gross payment. Conversely,
services are greatly taxed on a net basis. Secondly, services of an independent profession are only taxable to
the extent they are attributable to a fixed base in the host country. Royalties will be subject to withholding
regardless of this lack of a permanent presence. Thirdly, the OECD recommendation for the allocation of costs
is that these be allocated to the PE without any mark-up-particularly where the main activity of the permanent
establishment is to provide such services. Finally, but not insignificantly, the U.S. transfer pricing rules
differentiate between goods and services and may significantly affect the overall tax result.
102. Since all know-how transferred with a franchise arrangement loses its exemption, know-how
payments transferred with a trademark royalty which is viewed as part of abroader franchise agreement would
suffer the same taint. If this is the case, the threat of a withholding tax for know-how payments will provide
an even greater challenge to the murky boundaries which divide technical service fees and management fees
from know-how payments.
103. This language was apparently chosen by the Canadian negotiators. The expression is sprinkled
liberally throughout the Income Tax Act. It is also used in several sections in the U.S. Revenue Code and
regulations (particularly the transfer pricing regulations) and has been the subject of judicial revue by the U.S.
Supreme Court. See Snow v. Commissioner, 416 U.S. 500 (1974). In general, this has been construed very
broadly.
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the word "franchise" could either severely limit or broaden the circumstances
under which the exemption for know-how will be available.
The expression "in connection with" has been considered by the Supreme

Court of Canada.' °4 The Court said, "the words 'in respect of' are... words of
the widest possible scope. They import such meanings as 'in relation to,' 'with
reference to' or 'in connection with.' The phrase 'in respect of" is probably the
widest of any expression intended to convey some connection between two
related subject matters." This decision has also been quoted by both Revenue
Canada and taxpayers in a number of subsequent decisions 105 and should provide
some guidance on the broad range of commercial transactions to which the

disqualification for know-how may apply.
There is no definition of the term "franchise!''" 6 under the Canadian Income
Tax Act. However, the expression has been judicially considered. In The Minister
of NationalRevenue v. CanadianGlassine Co. Ltd.,'07 the federal Court stated,

"whatever may be the precise meaning of the expression 'franchise' in the Income
Tax Regulations, that expression refers to the right granted to a person, to carry
on an activity which, otherwise, that person could not have carried on, at least in

the same conditions."''3 8 Revenue Canada commented on the term in one of its
technical interpretations. The interpretation indicated that franchise covered "a
broad range of commercial arrangements."' 9 Notwithstanding these broad defini-

tions, 10 the Department of Finance, Canada indicates that its intention was not to
include all transactions involving trademark fees in the category of franchise
agreement.1"'

104. See Nowegijick v. The Queen, 1 S.C.R. 29,39 [1983] (S.C.).
105. See, e.g., The Queen v. Savage, 83 C.T.C. 5041 [1983] (S.C.C.).
106. Although the capital cost allowance regulations do refer to a franchise, concession or license for
a limited period. A number of provinces have enacted franchise legislation. For provincial law purposes, this
term is construed very broadly, as the legislation is consumer and protection oriented. See, e.g., The Alberta

Franchises Act, R.S.A. 1980, ch. F-17.
107. The Minister of National Revenue v. Canadian Glassine Co. Ltd., C.T.C. 141 [1976] (F.C.A.).
108. Id. at 143.
109. See FranchiseTransactionsRequest For TechnicalInterpretation,Can. Pol'y & Legis. Branch
(CCH) No. 9030455 (May 3, 1993).
110. Corey, supra note 96. One suggested definition, a version of which will hopefully appear in the
technical explanation of the protocol, is based on the terms ordinary commercial meaning. A franchise
agreement is an agreement under which, in consideration for a royalty or like payment, the franchisee is
licensed to sell the franchisor's product or service and the franchisee agrees to do business under the
franchisor's name (and frequently its trademark(s)) or use the franchisor's methods or system for doing
business. This type of definition would clarify that a license to use intangibles within a defined territory, would
not, in and of itself, constitute a franchise. Id
S11.If guidance from U.S. tax law is sought, one would quickly find that the U.S. Revenue Code also
defines franchise very broadly. It provides that the term franchise include an agreement which gives one of the
parties to the agreement the right to distribute, sell or provide goods or services or facilities, within a specified
area. I.R.C. § 1253(b)(1) (West 1995). This definition would apply to almost all commercial arrangements
limited by a geographic demarcation. Id.
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The U.S. Treasury Explanation to the Treaty also attempts to clarify what a
franchise is not and provide examples. One such example involves a licensing

agreement that included the right to produce a perfume using a secret process and
to use the associated trademark. According to the U.S. Department of Finance and
their Treasury Explanation, the transfer of this intangible with a trademark would

not constitute a franchise agreement in and of itself. Specifically, the Treasury
Explanation provides that "a licence to use intangibles whether or not including

a trademark in a territory, in and of itself, would not constitute a franchise
agreement for purposes of subparagraph 3(c) in the absence of other rights and
obligations in the licence agreement or in any other agreement that would
indicate
' 12

that the arrangement in its totality constituted a franchise agreement."
Taxpayers will also have to wrestle with the problem of withholding when

a franchise payment is made for the alienation of franchise rights. In other words,
the expression "in connection with" does not limit the exclusion for know-how
to payments made only for the use of a franchise. Consequently, although the
franchise payment may be exempt under the general Treaty rules which apply to
alienation, 1t3 the know-how payment may nonetheless suffer separate assessment
under the royalty article. Hopefully the payment will escape withholding under

the same logic which operates 1to4 exempt the franchise payment where alienation
of the franchise has occurred

112. See Technical Explanation, supra note 97. Once the threshold question of what a franchise
agreement might mean has been answered, one cannot help but pose the additional question of what type of
income a franchise agreement typically generates and perhaps more importantly whether that income is subject
to withholding tax. In a technical interpretation Revenue Canada stated, in the context of the small business
deduction, that "[t]he ongoing generation of 'royalty' income from the franchise may yield property or business
income" See FranchiseRoyalty Income-Active Business, Business and General Division Rulings Directorate,
#9301657, Feb.1994. In the same ruling the Department also stated that it would be "important to review the
franchise agreement in order to determine what service isto be provided inreturn for the monthly royalties ...
the provision of significant services would indicate that XXX is carrying on a business" Although this
discussion was in the context of eligibility for the small business deduction, it raises the rather awkward
possibility that the franchise fees under a franchise agreement may be exempt as business profits or income
from personal services, but the accompanying know-how would not. In such a transaction the only non-exempt
payment would then be with respect to the know-how portion and where applicable, any trademark royalties.
Id.
The potentially exempted status of a franchise payment is not an unlikely possibility. The 1942 Treaty
included in the protocol, a definition of 'rentals and royalties' which specifically included franchise fees. This
definition was not carried forward to the 1980 Treaty, nor does Article XII(4) of the Treaty add to the list of
intangible property payments for the use of "other things whatever" This means that payments for a franchise,
although formerly taxable under the 1942 Treaty and perhaps currently subject to withholding in the absence
of a Treaty, may not necessarily be taxable under the 1980 Treaty. The result is that although know-how
transferred "in connection with" a non-exempt trademark payment will be exempt, know-how transferred "in
connection with" an exempt franchise fee may not be.
113. See MNR v. Walntown Gas and Oil Co Ltd., [1952] S.C.R. 377 (S.C.C.); Steinberg v. MNR, [1992]
I C.T.C. 2641 (T.C.C.); Young v. Her Majesty the Queen, [1993] 1 C.T.C. 2015 (T.C.C.).
114. See Jeffrey v. Rolls Royce, 40 T.C. 433 (1940); Musker v. English Electric, 41 T.C. 556 (1941);
Wolf Electric Tools v. Wilson, 45 T.C. 326 (1945).
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The meaning of the term "rental agreement" in the exclusion is somewhat
clearer. However, it is not apparent whether the intent is to subject all know-how
payments made in connection with a rental payment for real or personal property
to withholding tax, or whether the term "rental agreement" is restricted to payments for the use of the tangible personal property currently listed in the royalty
article. 115 It is also interesting to note that the 1942 Treaty, specifically provided
that "rentals and royalties shall include rentals or royalties arising from leasing
real or immovable, or personal or movable property or from any interest in such
property." 116 In the 1980 Treaty, payments for the use of real property derived
from "the direct use, letting or use in any other form of real property" are
governed by separate provisions in Article VI and not by the royalty article. From
recent discussions with the Department of Canadian Finance, it appears that the
term "rental agreements" used in the new protocol is not necessarily limited to
agreements involving tangible personal property. The expression is broad enough,
according to the Department of Canadian Finance, to be used to disqualify knowhow transferred 7"in connection with" a rental agreement for real property from
the exemption."
Another issue to be resolved is what is the meaning of the patent and knowhow exemption. More specifically, what will be excluded using general rules of
Treaty interpretation? These interpretation rules may act as a two edged sword
depending on whether know-how is treated as exempt or non-exempt and either
tax or exempt the entire payment. The problem is that there has always been a
blurring of know-how and technical service fees. This fuzziness is also incorporated into the technical explanation for the 1980 Treaty. The technical explanation assumes that know-how includes "ancillary and subsidiary assistance
with respect to know-how.""' Whether payment for such assistance should be
included as part of the know-how transfer or treated separately under the business
profits or personal services articles may become quite significant, particularly if
the know-how payment is not exempt due to its bundling with a franchise or
rental agreement.

115. -It has been suggested that the term "rental agreement" in this context is restricted to tangible
personal property, but there is not consensus on this matter. See MURRAY, supranote 95; Corey; supra note
96.
116. 1984 Protocol, supra note 1. The Protocol states as follows: (a) The term "rental and royalties"
referred to in Article 2 of this Convention shall include rentals or royalties arising from leasing real or

immovable, or personal or movable property or from any interest in such property, including rentals or royalties
for the use of or for the privilege of using, patents, copyrights, secret processes and formulae, goodwill,
trademarks, trade-brands, franchises and other like property. Id.
117. Parties to a lease arrangement may also question when or whether their payment represents a

royalty. This is a somewhat circular argument which relies on the Treaty characterization of payments for the
use of tangible personal property as royalties. If know-how is also transferred under this lease agreement for
the use of the tangible personal property, is this agreement a rental agreement or a royalty agreement for
purposes of the Treaty exemption?
118. See 1984 Protocol, supra note 1.
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The old but critical question, therefore, is when does the transfer of "knowhow" (or information concerning industrial, commercial, and scientific experience) end, and provision of technical or other services begin. Some assistance
is found in the OECD commentaries. 9

To distinguish the transfer of know-how from the provision of technical
services, the 1992 OECD Treaty commentary to Article XII provides as follows:
"In the know-how contract, one of the parties agrees to impart to the
other, so that he can use them for his own account, his special knowledge
and experience which remain unrevealed to the public. It is recognised

that the grantor is not required to play any part himself in the application
of the formulas granted to the licensee and that he does not guarantee the

result thereof. This type of contract thus differs from contracts for the
provision of services, in which one of the parties undertakes to use the

customary skills of his calling to execute work himself for the other
party. Thus, payments obtained as consideration for after-sales service,

for services rendered by a seller to the purchaser under a guarantee, for
pure technical assistance, or for an opinion given by an engineer, an
advocate or an accountant, do not constitute royalties within the meaning
of paragraph 2. Such payments generally fall under Article VII or Article

XIV. In business practice, contracts are encountered which
cover both
120
know-how and the provision of technical assistance."'
If one applies the OECD test, the matter appears straightforward. In a knowhow transfer, the transferor makes technical knowledge and data available to the
transferee. Generally, there are no guarantees as to its success or failure, and there
is no obligation to ensure its adaptability to the transferee. In short, the transferor

is transferring an already acquired asset or product and needs not take further
steps.

121

119. The Technical Explanation provides that royalties for the use of knowhow as defined in paragraph
II of the commentary on article XII of the OECD Model Income Tax Treaty constitute payments for the use
of,or the right to use, information concerning industrial, commercial, or scientific experience. See Technical
Explanation, supranote 97.
120. Commentary on Article 12, OECD MODEL CONVENTION, Sept. 1992, at C(12)-3.
121. "Another way of distinguishing between know-how and services is by looking at the product
acquired by the transferee. Has the transferee acquired an asset already in existence and in the transferor's
possession (know-how), or has the transferee paid for new and original information that he has requested
(services)? In other words, has payment been made for a pre-existing design, formula, or information that is
in use, or has been used by the transferor (know-how), or has payment been made for something new
(services)? This test would exclude from the know-how category all forms of pure technical assistance as well
as opinions by engineers, lawyers, doctors, accountants, and so on. Either test would delineate as 'services,'
payment for preparing new design models, plans, drawings, or other property, or for performing engineering,
researching, testing, experimental, or other like services. Both tests would also quickly distinguish already
prepared knowledge or know-how, which can be passively transferred, from management fees, active technical
services, assistance, training, or other services." Brown, supranote 58.
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The requirement that an amount be withheld for tax purposes for payments
"in connection with a franchise or rental arrangement" requires a careful
examination of the old notion of mixed contracts and when "bundling" or "unbundling" of payments can or should occur. 1'For example, a licensing agreement
may call for the transfer of a patent, know-how and leased equipment. In addition,
the necessary support, instruction or assistance required to set up the leased
equipment may be provided. The OECD commentary suggests that the proper
course under such circumstances is to break the contract down into its component
parts and tax each accordingly. This will result not only in an allocation between
the payment for know-how and services, but for amounts paid for the patent as
well. The parties are therefore required to "sort" the exempt from the non-exempt
royalties, as well as separate out those payments which represent royalties for
non-exempt know-how from payments for potentially exempt services.
Matters could be worse, however. The OECD recommends that in cases
where the principal payments from a contract fall under one major category and
other payments are of a largely ancillary character, the entire payment should be
taxed under the article governing the principal purpose. The result, if all payments
associated with the non-exempt know-how transfer are characterized as either
know-how or ancillary to the non-exempt know-how transfer, will be a withholding of ten percent on the gross contract payment. This is in contrast to a
complete exemption from withholding tax for some of the associated payments.
For example, payment for services might be exempt under the business profits or
personal services articles. Similarly, an associated patent royalty might be exempt
under Article XII.
One solution to the problem may be separate, multistage agreements with
respect to patent royalties. Some caution should be exercised by the practitioner,
however, since there are no guidelines on when or how contracts will be linked
when made between the same parties for the purpose of determining withholding
tax liability. The Department of Finance, Canada, has indicated that these matters
will reviewed by Revenue Canada on a case-by-case basis.23 One example
offered was that of a rental agreement for a flight simulator. Clearly, the
associated know-how will have a high value. If the parties attempted to transfer
payment, these contracts may be comthe know-how independently of the rental
24
purposes.
tax
withholding
bined for
It may also prove cumbersome to separate and apportion technology
payments which will be subject to withholding and those which will not. This
difficulty, for example, even in the simple case where a patent use payment is

122. See Technical Explanation, supra note 97. The Technical Explanation anticipates "mixed contracts"
and "package fees" and provides that payments that are otherwise exempt under paragraph 3 will be exempt
when bundled as part of a package.
123. See U.S.-CanadaTreaty, supranote 1.
124. See id.
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coupled with rental payments for the use of tangible property. The taxpayer will
be concerned about three primary issues: first, whether he can unbundle the payment;125 second, the apportionment between exempt and non-exempt portions of
the license fee; and finally, any documentation required to support the allocation
(currently and on an annual basis). Sorting through these issues may prove to be
a substantial burden. As one author points out, "if periodic valuation is necessary
to support a taxpayer's allocation of royalties between technology and taxable
intangibles such as trademark, it will impose an enormous system cost to both
taxpayer and revenue authorities."' 26
Attempts by the licensee to allocate payment between the exempt and nonexempt royalty portions of the contract may also meet with some resistance by the
licensor, whose obligation it is to withhold and remit. This may not be a valuation
risk a licensor is prepared to assume.
ii. Paymentsfor the Use of Tangible PersonalProperty
The OECD model has removed the leasing of industrial, commercial, or
scientific equipment from its royalty article. This category of asset is presumably
subsumed by the more general wording of tangible personal property in the
Treaty. Although it is the expressed hope of the OECD that the provisions of the
new Model Treaty 27 be followed, Canada has reserved its right to tax these
payments as royalties. Therefore, notwithstanding the OECD recommendations
that this income be taxed as business profits under Article VII, such payments
will remain subject to withholding of ten percent under Article XII.
This will place some pressure on both countries with respect to the
characterization of finance leases and the determination of whether a sale or the
mere leasing of an asset has actually occurred.
4. Article XV: DependentPersonalServices
The transfer of technology may also involve the transfer of services provided
by the transferor's employees. The service may be ancillary to the intangible
asset 128 or separate, continuing assistance to the transferee. Further, the service
may occur before, after, or notwithstanding the transfer of an intangible. Where

125. A representative of the Department of Finance said that it will be possible to separate patent or
software payments from franchise or rental payments. Interview with representative, Canadian Department of

Finance (April 1995).
126. See MURRAY, supranote 95,at 7.
127. OECD Model Treaty. OECD, Sept. 1992.
128. In this case, Article XII (royalties) or Article XIII (gains) would apply. See U.S.-CanadaTreaty.
supranote 1,arts. Xn1, XIII.
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such services are provided it will be necessary to determine whether the royalty
or dependent personal services article t3o will apply and with what result.
Generally, the income of Canadian employees will remain taxable in Canada
unless the services are performed in the United States.' Even when the
employment is exercised in the United States, the right to tax remains with
Canada, provided that: (1) the employee earns less than US $10,000; or (2) the
employee is present in the United States less than, in the aggregate, 183 days in
that year; and (3) the remuneration is paid by or on behalf of an employer who is
not a resident of the United States, and is not borne by a permanent establishment
or a fixed base that the employer has in the United States. 32
Article XV133 thus provides for source based taxation only when the
employee is present in the other state for periods exceeding 183 days out of the
year, or where the services are performed in the United States and the
remuneration is "borne by" an employer who is a resident of the United States,
orby a PE or fixed base which the employer has in the United States and payment
exceeds US$10,000,. The United States' view is that "borne by" means the wages
or salary are deductible by the U.S. entity. Thus, if a Canadian employed at the
Canadian PE of a U.S. based company performs services in the United States and
receives more than US$10,000 that income is not exempt from U.S. tax.' 34 The
Canadian view, although similar, extends the notion of borne by an employer to
include a determination of who directs the employee on a day-to-day basis rather
than simply who pays the employee's salary. Revenue Canada states that,
"[w]here an individual is controlled on a day-to-day basis by a Canadian resident,
it is our view that the U.S. resident will be subject to tax on his salary if any
charge is made to the Canadian 'employer' either directly or through a management or administrative charge.' 35
The wording of Article XV closely complies with the 1992 OECD Model
Treaty. Article XV is used to refer to a presence in the other contracting "for a
period or periods not exceeding in the aggregate 183 days in the fiscal year
concerned." 1 ' The change, to add the words "in the year," is intended to eliminate
differences in tax treatment that were based solely on the carefully planned timing

129. See id.art. XII.
130. See id. art. XV.

131. See Id. These exemptions do not apply to public entertainers (such as theatre, motion picture, radio
or television artists, musicians or athletes) who derive more than US$15,000 in gross receipts for activities in
the United States in a calendar year. Id. art. XVL
132. Id. art. XV.

133. Id.
134. See Technical Explanation, supranote 97. See also Can. Tax Rep. (CCH) J 1216.
135. See Deboo, supra note 34, at 44.

136. See U.S.-Canada Treaty, supranote 1,art. XV. The changes to the article were the result of a 1984
report entitled Organisation for Economic Co-operation and Development, Taxation Issues Relating to the
InternationalHiring Out of Labour. Adopted by the OECD Council 8/24/84, published in TRENDS IN
INTERNAIONALTAXATION, OECD, PARIS 1985.
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of the employee's arrival. For example, before the 1995 Protocol, an employee
could straddle two fiscal terms and remain for periods in excess of 183 days, and
still avoid host country taxation. Under the new wording, this form of planning
according to the OECD, will no longer be possible. 37 The commentaries also
assist in calculation of the 183-day period. Itis the OECD's position that any day
of physical presence in the host country, including days of departure and arrival,
sick days, and holidays should be included in the computation.3
A second change to the Model Treaty not included in the Treaty relates to
cases where foreign residents are hired out through nonresident intermediaries in
order to secure the exemption provided for short-term employees. The paying
employer could be a friend or client of the actual employer or any other person
that is not resident in the host country or an entity that is considered to be a
permanent establishment or fixed base in the host country. This practice, known
as "international hiring out of labor" is now subject to a "substance over form"
interpretation and the term "employer" will exclude intermediaries who do not
bear the risks of the work or do not have authority over the employee. The OECD
Model also provides a list of factors that would be relevant
in establishing that the
39
nonresident intermediary is not the real employer.1
Where services are to be provided, the parties will want to ensure that a lump
sum paid to a Canadian employer to secure services is not considered a royalty
payment. Under Canadian law, if payment for the services is ancillary to a
licensing arrangement or dependent on productivity, or other similar measures,
a possible result is that it might be treated as a royalty payment." In this case, it
makes little sense to risk paying withholding tax on both the lump sum payment
to the Canadian employer, and United States tax on the employee's salary.
Notwithstanding, it should be noted that both the OECD commentaries and the
United Nation's group of experts suggest that lump-sum payments made to an
employer to secure the services of employees should be viewed as business
profits, and thus subject to Article VII. In a licensing arrangement, this would
result in an exemption from host country taxation.' 4 '

137. Neither Canada nor the United States filed a reservation with respect to this change. It is therefore
not clear whether the calendar year or any 12 month period will form the basis for determining a Treaty

exemption.
138. See The Honorable Jan Francke. The New OECDModel Convention, in Report of Proceedings of

the 44th Tax Conference. 1992 Conference Report (Canada Tax Foundation) 47:1, at 47:7 (1992).
139. Id.
140. See, e.g., ]TA § 212(1)(d); Technical Explanation, supranote 97.

141. An argument can be made that the service element is merely ancillary to the transfer ofproprietary
technology and should be viewed in that context. However, the service element in many technology transfer
contracts may also be viewed independently of the transfer of royalty-related rights and may occur in the
absence of the transfer of proprietary technology. If lump-sum payments to secure the attendance of employees
are viewed as royalty amounts, the transferor may want to consider whether the employees will additionally
become subject to U.S. taxation under the Treaty. If so, it makes little sense to pay withholding tax on both the
lump-sum payment and U.S. tax on the employee's salary and wages.
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If the permanent establishment provisions' 42 are to be avoided, the duties of
the employee must be carefully defined to exclude: (1) the habitual authority to
conclude contracts on behalf of the employer; and (2) the timing rules with
respect to attendance at a building site or an installation
and assembly projects or
1 43
the use of a drilling rig should be carefully observed.
5. Article XIV: PersonalServices
Income from personal services is treated much like business profits under the
Treaty. Payments made to a Canadian are not taxable in the United States unless
the individual has or had a fixed base in the United States, and are only taxable
to the extent that profits are attributable to that fixed base.'4 ' The same is true of
Americans who receive payment for personal services from Canada. There are
no "minimum time" tests, like those in other treaties, that place tax upon payments when an individual remains in the foreign country for an extended period.
In consequence, income a Canadian resident receives for the performance of
personal services as an independent contractor, or a self-employed individual will
be exempt from U.S. tax under the Treaty regardless of length of presence in the
United States or the amount of income received, as long as the Canadian resident
does not have a fixed base in the United States. Notwithstanding the Treaty
exemption, an individual may be deemed by U.S. law to be a U.S. resident under
the "substantial presence test." This test is based on a relatively simple formula
designed to tax aliens who spend a substantial amount of time in the United
States. The test is satisfied if the individual is present in the United States during
the taxable year for at least thirty-one days, and was present in the United States
for 183 days during that year plus the two preceding years combined using a
formula to calculate the total number of days. 45
There are no provisions in the Treaty that automatically establish the source
of payment as the United States or Canada if the individual is paid by a U.S.
taxpayer.' 46 This is an unusual departure from many of Canada's other tax
treaties. The Treaty also fails to define "personal services" for treaty purposes.
Most treaties include under "personal services" a definition which includes

142. See U.S.-Canada Treaty, supranote 1, ar. V.
143. In one Rev. Rul. 77-45 (Canada) it was ruled that a Canadian engineering company engaged to plan
and design a U.S. plant who had employees at the site to inspect work did not constitute a U.S. permanent
establishment. Most of the services provided were accomplished in Canada, and the on-site employees were
not authorized to make major decisions.
144. See U.S.-Canada Treaty, supra note 1, art. XIV; see also id. art. XVI (exempting public

entertainers).
145. See I.R.C § 77010) (West 1995). For the current year. one day is one day. For one prior year, one
day = 1/3 of a day; and for two prior years, one day counts as 116 of a day.
146. The general Treaty rules will presumably apply. These provide that for purposes of the Treaty,
income is deemed to arise in a contracting state if it is taxable in that state. See U.S.-Canada Treaty, supra note
1, art. XXIV, para. 7.
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independent scientific, literary, artistic, educational, or other activities, as well as
the independent activities of physicians, lawyers, engineers, architects, dentists,
and accountants.1 47 Clearly, the U.S.-Canada Treaty provision is intended to be

much broader than this definition. 48

Given the open-ended list of personal services, and the fact that there is no

definition of fixed base 149 under the Treaty, it may be preferable to provide personal services via a corporate format. For example, the business profits article

would then clearly apply to consultancy fees earned through a corporation and
exempt these fees from the ten percent U.S. withholding tax.'50
6. Article XIII: Gainsfrom the Alienation of Moveable Property

Generally the royalty provisions only address the use of intellectual and

industrial property and not its alienation.' 51 Where an alienation occurs Article
XIII will apply and the source of income will be the residence of the transferor.
Unfortunately, the Treaty, like the OECD Model, does not specify under what

circumstances an alienation will occur, as distinguished from when the "royalty"
article would apply. The OECD commentary simply suggests that its alienation

article would apply to all dispositions. The distinction is important since pay-

147. The term "fixed base" has been equated with a PE and stated to "generally mean a fixed place of
business, such as an office, a factory, a warehouse, or a mining site, through which an enterprise carries on its
business." See IRS Publication 901; Rev. Rul. 95-649 (Canada); DeBoo, supra note 34, at 43.
148. It has been applied to a wide range of professional services, as well as trades people and artists.
149. The reason for a separate article governing professional income appears to be historical. Ti OECD
model was based on the internal laws of some European countries with scheduler systems under which
professional income was taxed separately from business income. The distinction is, however, of little relevance
in Canada. The fact that many professionals can incorporate and provide services as employees of their own
companies pushes the distinction to its logical absurdity. The corporate income would presumably be subject
to the business profits provisions, but the unincorporated individual earning identical income would be subject
to tax under the independent personal services article.
150. Deboo, supranote 34, at 43. This view has been reaffirmed by Revenue Canada. According to the
Department, the Personal Services Article refers to income derived by individuals in respect of independent
personal services. The Business Profits Article may also apply if a large partnership carries on activities. In
the case of a small partnership, however, where the services are performed by the partners, the personal
services article may continue to apply.
151. See U.S.-CanadaTreaty. supranote I. art. XII. The sale of patents, knowhow or capital equipment
may therefore be exempt from taxation in the U.S. under this article or alternatively, when appropriate, as
business profits. The problem of interpreting whether profit represents a gain from the alienation of movable
property arises from the failure to include in the OECD model, or in any of Canada's treaties, a formal
definition of "alienation." Some of Canada's older treaties refer to gains from the sale or exchange of capital
assets. The choice of "alienation" to replace this wording was apparently because "capital" was undefinable
and could have different meanings in different jurisdictions. The alienation article is therefore still very much
concerned with what we would consider capital gains transactions. This does not bring us any closer to
resolving the question of when an alienation will occur, particularly when non-exclusive or restricted intellectual property rights are transferred. What is found to result in a capital gain in Canada may not be so found
in the U.S. If there is a discrepancy in opinions, the law in the country in which the income arose will be
paramount in determining whether an alienation has occurred and whether withholding tax is payable.
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ments for the use of a wide range of intellectual property rights, as well as
tangible personal property, are currently subject to withholding at ten percent of
the gross payment. In contrast, payments for the alienation of intellectual property
rights are exempt. Unfortunately, the domestic laws of both the United States and
Canada are unclear about when a disposition, or capital gains type transaction,
occurs with respect to intellectual property. This is particularly the case with
respect to transfers of patents and know-how. 5 2 In addition to being unclear on
a domestic level, Canada and the United States appear to apply different rules in
determining what constitutes a royalty and when an alienation has occurred under
the Treaty. For example, contingent payments under U.S. Internal Revenue Code
section 1235 may result in long-term capital gains treatment for U.S. domestic tax
purposes, but are considered royalties under the Treaty. 53 To further complicate
matters, the Technical Explanation of the Treaty provides that a guaranteed
minimum payment is not a royalty in this context.ts4 Despite these difficulties, the
distinction between payments for the use of, rather than the alienation of, an
intangible will be important for treaty purposes.
A gain55 is taxable only in the residence of the person disposing of the property. A royaltyt56 is subject to withholding based on the residence of the payor.
The OECD commentary to Article XIII states that the words "alienation of
property" are used to cover capital gains resulting from the sale or exchange of
property, and including a partial alienation. The question, in the context of
intellectual property transfer, will be whether a gain under Article XIII will be
restricted by either Canada, or the United States, to those situations in which an
exclusive license or assignment is otherwise found under domestic law. In other
words, will gains be restricted to situations where capital gains treatment is normally available?157 If so, the question becomes whose law will govern in a
particular transaction. Consider the following example: Canco transfers all of its
non-secret know-how with respect to dam building and safety capabilities to U.S.
Co., relinquishes all current contracts, and signs a covenant not to compete in the
U.S. dam safety business in perpetuity. Payment annually will be in ten equal
installments. If Canada applies its laws with respect to capital transactions
involving know-how, Article XMfl should apply. The United States, however, may
take the view that payment for non-secret know-how may be a royalty payment,

152. See supra note 30-31 and accompanying text.
153. I.R.C. § 1235 (West 1995) (stating that a transfer of property interest of a patent right shall be
considered the sale or exchange of a capital asset).

154. See U.S.-CanadaTreaty, supranote 1, art. XIV, para. 4.
155. See id. art. XIII, para. 1.
156. See id. art. XI, para. 2.
157. Presumably Article XII would also apply to situations where a disposition has occurred, but for
reasons particular to the taxpayer, income treatment results. For example, the taxpayer may be a professional
developer, or "engaged in an adventure or concern in the nature of trade." See Commentary on Article 13,
OECD MODELMODELTAX TRBrY, Sept. 1992, at 121.
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take the view that payment for non-secret know-how may be a royalty payment,
or may be payment for services, but is certainly not subject to the alienation
provisions. This could result in the imposition of U.S. withholding tax on the
royalty amount.
Given that Canada and the United States have different rules for determining
when intellectual property rights have been licensed, and when a transfer of
intellectual property rights will result in capital gains treatment, the following discussion briefly outlines both countries' domestic laws, and the probable result of
a given transaction.
a. United States Law
To determine when capital gains treatment is available on the transfer of
intellectual property, the United States generally relies on a patent law analogy
for the transfer of a wide range of intellectual property rights. In the patent area,
however, different rules apply depending on the status of the holder. For
example, the United States allows long-term capital gains treatment, even where
the sale proceeds are based on contingent payments, provided "all or substantially
all" of the rights in the patent are transferred. 58 Regulations and case law have
developed around this language, and can be viewed as quite rigorous in their
requirement that no restrictions be placed on the transfer of the patent including
field of use or geographical limitations. In contrast, corporations, other taxpayers
who are not holders, or nonqualifying holders 15 9may be permitted to impose both
geographic and field of use restrictions, along with other limitations on patent
transfers and still receive capital gains treatment under general tax principles
relating to the disposition of assets.' 60
Transfers of know-how will only qualify as capital if the know-how is secret;
or if it is non-secret, it is transferred as ancillary and subsidiary to a patent or
secret know-how transfers. According to the United States Internal Revenue
Code, the transfer must also meet the requirements imposed under IRC section
1235. Section 1235 requires "all or substantially all of the rights" in the knowhow to be transferred to the transferee exclusively for the remaining life of the
know-how, and without geographical limitations in the transferee's country. The
transferee must also receive the right to prevent unauthorized disclosure of the
know-how.16 1 To ensure long-term capital gains treatment, U.S. courts that have
interpreted this language have included in the rights that must be transferred to
the transferree: (1) the right to use the know-how; (2) the right to prevent others

158. LR.C. § 1235 (West 1995).
159. Parties are nonqualifying when they am an employer or party related to the inventor. I.R.C. § 1235

(West 1995).
160. LR.C. § 1235 (West 1995).
161. See E.I DuPont de Nemours & Co. v. United States, 288 F.2d 904 (1961).
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from using it; and (3) the right to communicate, sublicense or otherwise convey
the know-how to third parties. 162
b. CanadianLaw
Proceeds from the sale or assignment of an exclusive license may qualify for
capital gains treatment under Canadian law if payment is not dependant on use
of the patent. 163 In contrast, the assignment of a non-exclusive
license to use a
t6 4
treatment
gains
capital
for
qualify
not
will
patent
Canadian case law relies heavily on United Kingdom (U.K.) jurisprudence
in determining whether the transfer of a patent results in a disposition which is
eligible for capital treatment. 165 U.K. law generally determines the matter as a
question of fact. In summary, the rights transferred must injuriously affect the
property.' 66 The transferor may retain the right to exploit the patent in a country
other than the transferee's without compromising capital treatment. The transferor
may not: (1) impose restrictioni on the purpose for which a patent may be used;
or (2) limit the time during which the patent may be exploited to a period that is
less than its useful life. Under Canadian law, even where an outright sale or grant
of an exclusive license is established, capital gains treatment will be denied if the
sale or licence constitutes "an adventure or concern in the nature of trade."'167
Issues addressed by the U.S. courts such as whether the licence may be
limited geographically within the country of issuance, permit the licensor some
use of the patent, the right to prevent sublicensing, or to terminate the agreement,
have not been addressed by Canadian courts. Therefore, it is unclear whether the
retention of these rights in Canada would prevent capital gains treatment under
Canadian law.
Furthermore, a transaction which results in capital treatment under U.S. law
may not be viewed as a capital transaction by Canadian courts. For example, in
CanadianIndustriesLtd. v. M.N.R.,' 68 the taxpayer received full payment in two
installments for, interalia, the non-exclusive right to use a patent for ten years.
The Canadian Federal Court of Appeal held that a lump-sum payment unrelated

162. See United States Mineral Products Co. v. Commissioner, 52 T.C. 177 (1969); see also Taylor.
Winfield Corp. v. Commissioner, 57 T.C. 205 (1971), aff'd 467 F.2d 483 (6th Cir. 1972).
163. No. 486 v. MNR, 58 D.T.C. 67 (T.A.B.) (1958); No. 487 v. MNR, 58 D.T.C. 68 (T.A.B.) (1958);
No. 442 v. MNR, 57 D.T.C. 435 (T.A.B.) (1957); see rTA, supranote 62, § 12(l)(g).
164. Canadian Industries Ltd. v. The Queen, [1977] C.T.C. 172 (F.C.T.D.), aff'd [1980] C.T.C. 222

(F.C.A_).
165. See, e.g., Murray v. ICI Ltd., 2 All E.R. 980 (C.A. 1967), Commissioners of Inland Revenue v.
British Salmson Aero Ltd., 22 T.C. 29 (C.A.) (1938); Nethersole v. Withers, HM Inspector of Taxes, 28 T.C.
501 (C.A.) (1946).
166. This would include a transfer of both the right to restrict the transferors use of the patent and a right
to demand that the licensor protect the patent against unauthorized use by others.
167. ITA,supranote 62, § 248.
168. Canadian Industries Ltd. v. The Queen, 80 D.T.C. (F.C.A.) 8153 (1980).
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to the extent of the anticipated use of the patent was not necessarily a capital
receipt. The court also held that a non-exclusive licence for a limited purpose was
not a "disposition" of the patent, but rather that the transfer of information conceming the manufacture of goods for a lump sum was a transaction on revenue
account since the taxpayer was not precluded from continuing to use the information itself.'(At the time of this decision, a lump sum payment precluded withholding under the royalty article.170 Presumably, these payments would now be
considered royalties under the current Treaty and would be subject to withholding
tax.
Similarly, in Vauban Productionsv. The Queen,17 1 a French company entered
into a number of agreements with the Canadian Broadcasting Corporation
(C.B.C.) in which the C.B.C. obtained the exclusive right, for a limited period of
time, to broadcast certain films. The C.B.C. paid the company a lump sum payment for each film. The agreement provided that ownership of the films "including all property rights and copyright" remained with the French company.
The Canadian Tax Review Board held that the agreement constituted a lease of
the films and was not a sale. Therefore, the payments were subject to withholding
tax. On appeal, the Canadian Federal Court, Trial Division, also agreed that the
agreement was a lease and not a sale:
The term "royalties" normally refers to a share in the profits or a share
or percentage of a profit based on use or on the number of units, copies
or articles sold, rented or used. When referring to a right, the amount of
the royalty is related in some way to the degree of use of that right....
Royalties, which are akin to rental payments, have invariably been
considered as income since they are either based on the degree of use of
the right or on the duration of the use, while a lump sum payment for the
absolute transfer of a right, without regard to the use to be made of it, is
of its nature considered a capital payment, although it may of course be
taxable as income in the hands of the recipient if it is part of that
taxpayer's regular business. 72
These decisions make it difficult to determine whether a transaction will be
viewed as an alienation of rights even where a lump sum has been paid. They also
make it difficult to apply to Article XIII with certainty to payments for the partial
alienation of intellectual property rights.
The parties must also determine which countries' laws apply to a particular
transaction. The Treaty provides that any term not defined shall, "unless the

169. Id.
170. See U.S.-Canada Treaty, supranote 1, art. XII.
171. 73 D.T.C. 184, aff'd75 D.T.C. 5371 (F.C.T.D.) (1975); [1975] 511 C.T.C. 511 (F.C.T.D.).
172. 511 C.T.C. 511, 513 (F.C.T.D.).
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context otherwise requires," retain the meaning that it has under the laws of that
state concerning the taxes to which the convention applies.
If the rule is applied with respect to where income is earned, U.S. law could
determine whether a Canadian transferor may seek an exemption under Article
XIII, depending on how the transaction is structured. Conversely, Canadian law
might apply in determining the exemption for a U.S. transferor. The more difficult issues would be determining where the income is earned, the place of use,
place of alienation or where the contract was concluded.
In summary, Article XIII of the Treaty will exempt gains from the alienation
of an intangible from withholding tax. It is unclear when an alienation occurs for
this purpose and under which country's domestic law the matter should be determined. Even if the domestic law of one country can be settled on, each country's
internal law is also somewhat vague in determining capital treatment, exchange
treatment, and in the case of know-how, whether the intangible can be disposed
of at all.
The Treaty anticipates that the matter of undefined terms may be resolved by
mutual agreement. The matter of defining when the alienation of an intangible has
occurred seems appropriate for this type of determination. In the future, it is also
hoped that distinguishing between royalties and a payment for the use of an
intangible, as opposed to its alienation, will assume less significance given the
reduction in withholding rate for many intangibles under the 1995 Protocol.
7. Article XXII: OtherIncome
The provisions of Article XXII provide that if income derived by a resident
in Canada from U.S. sources 73 is not specifically covered by the Treaty, then the
income may be taxed in the United States.174 Although no withholding rate is set,
one could easily surmise that the general withholding rates would apply (twentyfive percent in the case of Canada, and thiry percent in the case of the United
States).' 7 5 This provision potentially applies to prizes and awards, grants from
foundations, annuities, and child support payments. Certain technical assistance
payments that are not royalties, business profits or income from
personal services
176
may also be considered "other income" under this article.

173. The determination of where income arises for this purpose is made under the domestic laws of the
contracting states unless the Treaty specifies where the income arises. See Technical Explanation, supra note

97.
174. This is a departure from the OECD Model Treaty, which provides for no source taxation of other
income. In essence, this Article follows the UN Model. Canada reserved its position when the 1963 OECD
Draft Convention was released.
175. See David A. Ward et aL. The Other Income Article of Income Tax Treaties 1990 BRrSH TAX
REv. 352.

176. Id. at 367.
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8. Article IX: Related Persons
Article IX of the Treaty acknowledges transfer pricing problems and
recognizes the arm's length pricing principal. Each country has the right to make
an allocation of income to that country in the case of transactions between related
enterprises'" if an allocation is necessary to reflect the conditions and arrangements which would have been made between unrelated enterprises. When a
redetermination is (or has been) made by one country, the other country, if it
agrees with the adjustment, will make an appropriate adjustment to the amount
of tax paid in that country on the redetermined income. However, that other
country must make an adjustment only if it has been notified of the adjustment
within six years from the end of the taxable year to which the adjustment relates.
This does not mean that the competent authority of the country making the
adjustment is not required to advise the other country's competent authority of the
adjustment. Under the 1980 treaty if notification was not given, or the taxpayer
did not receive notice 178 of the adjustment six months or more before the time the
competent authority of the other country must receive notice, then the initial
adjustment could79not be made, to the extent that making it would give rise to
double taxation.
Under the 1995 Protocol, notice of adjustment must still be given within six
years after the end of the tax year to which the adjustment relates before the other
contracting state is required to make an adjustment. However, now a unilateral
adjustment can be made by either party, notwithstanding that the six year
limitation period expires and that double taxation may result. This is a reversal
from the 1980 treaty position. Since Canada will not operate outside its six year
limitation rule, the change will mean that the United States may retroactively
adjust returns, presumably at its leisure, notwithstanding the Canadian PE's and
U.S. corporations which may be subject to the tax and dannot seek double

177. An enterprise in one country is related with respect to an enterprise in another country if one of the

enterprises participates directly or indirectly in the management, control or capital of the other enterprise. The
enterprises are also related if the same persons participate directly or indirectly in the management, control,
or capital of both enterprises. See U.S.-Canada Treaty. supranote 1, art. IX, para. 2.
178. The relief provisions did not require that an adjustment actually have been made or formally
proposed. However, the taxpayer must have been notified of a possible adjustment in writing with sufficient
details to permit the taxpayer to notify the competent authority of the other country. Likewise, the notification
to the competent authority of the other country must have been in sufficient detail to apprise the competent
authority of the nature of the adjustment. See U.S.-Canada Treaty, supra note 1. art. IX, para. 4.
179. The intent of this provision is to place the burden of notifying the other competent authority on the

taxpayer and the burden of giving the taxpayer timely notice so that he can protect himself on the competent
authority of the country making the initial adjustment. However, a competent authority of one country may
notify the competent authority of the other country. See U.S.-Canada Treaty, supra note 1, art. IX, para. 3.
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taxation relief.'8' These relief provisions do not apply if the adjustment, or the
time lag, is due to fraud, willful default, neglect, or gross negligence.
9. Article XIV: Relieffrom Double Taxation
The Treaty contains provisions designed to avoid double taxation by the
United States and Canada. They operate where one country has the right to tax
income as the country of source, notwithstanding that the other country may tax
on the basis of residence or citizenship. The problem of double taxation is
generally avoided by providing that where either Canada or the United States has
the right to tax income of a resident of the other country, the country of residence
will give a foreign tax credit for the tax imposed at the source.
The foreign tax credit relief assumed by the Treaty applies to specified
Canadian or U.S. taxes imposed with respect to income from Canadian or U.S.
sources as determined under the Treaty. There are two types of problems which
may arise from the Treaty credft rules. First, because the Treaty contains its own
source rules, it is possible that a taxpayer will be viewed under the Treaty as
having a greater amount of foreign source income than he would have under
domestic rules. Under the Treaty, this additional foreign source income may be
taken into account by the taxpayer to increase the allowable foreign tax credit,
provided Treaty-based taxation is used. However, if domestic, Code based
taxation is used instead of the treaty provision,' 8 ' the reverse may be true. The
taxpayer will have foreign tax, but no foreign source income. Second, the Treaty
guarantees a foreign tax credit for specified Canadian or U.S. taxes (regardless
of whether those payments are creditable under domestic provisions) provided
that the tax is imposed under the terms of the Treaty. If there is disagreement
about whether the tax should have been imposed in the first place, there is no
obligation by either government to offer foreign tax credit relief. Therefore, it is
important that both governments be in accord on the characterization of transaction, the determination of the source of income, and the applicable Treaty
provision.
10. Article XXV: Non-Discrimination
The non-discrimination provision is not as broad as that normally sought by
the United States, or as contained in the OECD Model. 182 The Treaty basically

180. The Department of the Treasury argues that the change is necessary to prevent taxpayers from

forcing the withdrawal of an adjustment by delaying cooperation with tax authorities. Statement before the
Committee on Foreign Relations, U.S. Senate, June 13, 1995. Technical Explanation, supranote 97, art. 4.
181. U.S. taxpayers may choose between Treaty and code base. See U.S.-Canada Treaty, supranote I,
art. XXV.
182. See U.S.-Canada Treaty, supranote 1, art. XXV, para. 9. See also ITA, supra note 62. § 20.
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provides most-favored-nation treatment, but not national treatment as between the
U.S. and Canada. The agreement also leaves open the option for either government to retaliate if a tax provision is considered unfair. The most obvious
example of the limitations of the article, if one examines the Canadian Act, is the
small business tax credit which is available only to Canadian controlled private
corporations, and therefore unavailable to U.S. subsidiaries.' A number of other
important tax concessions are also available only to Canadian taxpayers.'"' The
new protocol has extended the non-discrimination provisions to all taxes imposed
by a contracting state. The Article will, therefore, apply to Goods and Services
Tax and Excise tax payments in the future.
11. Competent Authority, MutualAgreement andArbitration
Relief from double taxation can be sought through the mutual agreement procedure. To access this procedure, taxpayers must request competent authority
assistance from their government.tas Approval can be denied, and has been in the
United States in at least one recent instance.1" The Canadian government will
also refuse to act for a number of reasons, including whether the issue is one the
competent authorities of each jurisdiction may not agree to accept, or where the
foreign government refuses to deal with the case.' 87
There is no requirement that the mutual agreement procedure result in the
resolution of the dispute; only that the two governments agree to attempt to
resolve it. This procedure, therefore, offers few guarantees to the taxpayer. In
fact, the taxpayer does not have the right to participate in the proceedings. The
only real role the taxpayer is guaranteed is that of providing substantial documentation' 88
The current mutual agreement procedure may be supplemented in the near
future by binding arbitration if both competent authorities and the involved taxpayers agree. The Protocol calls for an Exchange of Diplomatic Notes within
three years of the Treaty entering into force.1 89 Matters eligible for arbitration will

183. ITA, supranote 62, § 125.
184. See, e.g., id. § 129.
185. Yamaha Motor Corp. U.S.A. v. U.S., 779 F. Supp. 610 (D.C. Cir. 1991).
186. See L.A. Calderwood. The CompetentAuthority Function:A Perspective FromRevenue Canada,
in Report of Proceedings of the 44th Tax Conference, 1992 Conference Report (Canada Tax Foundation) 39:1

(1992).
187. Id. at 39:8.
188. Id. at 39:7. In transfer pricing cases, Revenue Canada also maintains that it is primarily the
responsibility of the taxpayer to determine appropriate prices for non arms length international transactions,
including full particulars and support for these transactions. See also 1995-06-02 C.T.S. 1054, Requests for
Competent Authority Consideration Under Mutual Agreement Procedures in Income Tax Conventions,
Information Circular. IC-71-17R4 (May 12,1995).
189. The U.S. was reluctant to implement an arbitration procedure until they had evaluated the
effectiveness of arbitration under other treaties; and in particular, the Treaty with Germany.
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presumably be limited to those within the competent authorities' own scope of
review. Thus, for example, it can be expected that the competent authorities
would not accede to arbitration with respect to matters concerning the tax policy
or the domestic tax law of either Treaty country.1' 9
It is expected that the area of technology transfer will continue to create
difficulties in the interpretation and application of the Treaty provisions. It is an
important step forward for both countries to have agreed to enter into bilateral
Advanced Pricing Agreements, for the purpose of transfer pricing disputes, and
to have added an arbitration provision in the new protocol to the Treaty. Although
arbitration is not required by the parties, the step is an important one in
recognizing the need for settlement of tax disputes, particularly in the technology
transfer area.
Im. CONCLUSION
While the Treaty between Canada and the United States serves a valuable
function in reducing some aspects of double taxation, there remains much work
to be done.
The royalty article, for example, probably the single most important provision
regulating the cross-border flow of technology between Canada and the United
States, will create confusion and uncertainty for technology licensors, as long as
some royalty payments are subject to withholding tax. The blurring between
Treaty articles applicable to particular transactions remains. This ambiguity may
operate to the considerable disadvantage for the taxpayer seeking relief from
double taxation. The Treaty source rules also reverse domestic law in many cases.
Again, this may result in adverse tax consequences when overall foreign tax
credit limitations are considered.
Individual Treaty provisions are subject to aggressive interpretation and uncertain results. This is the case, for example, with characterizing the role of agents
as "dependent" or "independent" in determining the principal's potential tax
liability. The question of when an "alienation" of intangible property may occur
is also extremely vague, as are the understandings of what constitutes a fixed base
in the provision of professional services. Many of these matters could be resolved
in the technical explanation. The parties could also agree to some basic definitions
or rules with respect to the application, or priority of application of specific
Treaty articles. Taking these steps would help resolve the uncertainty about the
application of Treaty provisions, and thus facilitate cross border technology

190.

SeeSTAFFEXPLANATION, supranote 79.
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transfer arrangements. In the interim, practitioners who are structuring crossborder technology transfer arrangements should be aware of potential problems
in the application of the treaty and carefully structure these transactions to avoid
or minimize unfavorable tax results for their clients.

